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INTRODUCTION 


A central premise of the Flynn administration's development policies is that a 
well-managed growth economy is critical to the economic well-being of Boston. 
A no-growth economy freezes the gap between the rich and the poor, between 
a thriving downtown and declining neighborhoods. A no-controls economy 
widens this gap. The policies that have been fashioned over the past three 
years have been designed to link the downtown economy and the neighborhoods 
together, and to forge a partnership between the community and the private 
sector that guarantees public benefits as part of private gain. Those policies 
are the foundations for a sustained balanced growth economy into the next 
decade. 


In this three year period, 1984 to 1986, Boston gained 36,000 new jobs. In 
the construction trades, employment levels reached the highest point in 
history. Employment for residents, minorities, and women in the trades was 
also at an all-time high. More than $40 million in linkage funds for affordable 
housing were committed from downtown developments. A first in the nation 
job training linkage fund was established along with a permanent job program 
for residents. In the calendar year now ending, more than 3,500 housing 
units were started; including more private market housing starts than this 
city has witnessed in 25 years. 


More than $3.5 billion has been invested in development since January 1984. 
Most of the 6.5 million square feet of office space that was added to the city's 
inventory since 1980 came on stream over the last three years. Also since 
1980, the number of hotel rooms in this city increased by two-thirds, and 
retail space expanded by 1.1 million square feet or 14%. Again, the major 
share of these increases occurred in 1984, 1985, and 1986. 


The strength of the Boston service economy is reflected in the Fall 1986 
vacancy rate of 8%, the lowest in the nation next to New York City's. Property 
values and rents in Boston are among the strongest of any American city. 


Boston's prospects signify a broad and attractive market for private invest- 
ment, and a large need for public infrastructure capital. Boston's capital 
needs over the next decade include $8 to $10 billion in private development 
investment and $1 to $2 billion in public infrastructure needs. At the same 
time, Japan is registering the largest dollar trade surpluses with the United 
States ever, and an overall savings rate of 20%. According to the Japan 
Times of November 12th, "Japan's trade surplus with the U.S. in October hit 
an all-time monthly high of $4,998 million." Japan is scanning the world for 
reliable places to invest these dollars. 


In a word, Boston needs capital, and the Japanese need sound opportunities 
to invest their dollar surpluses and savings. 


The $125 million committed by Japanese firms over the course of this trip is a 
signal that the Japanese are beginning to discover the attractiveness of 
investing in Boston. The effort now must be to broaden this flow of capital 
and to include in it funding for long term infrastructure needs. Another 
generation of Bostonians went to Washington seeking capital from the federal 
government through the urban renewal and block grant programs. his 
generation of policy makers must take its case to world capital markets. 


‘We brought hom 


e the bacon, says 


Flynn of Japan trip 


3y Ed Quill 
lobe Staff 


The Japanese have a saving 
hat could apply to the long-term 
solitical ramifications of Mayor 
Fiynn’s 10-day trip to Japan: 
“Ura Ni Wa. Ura Ga Aru.” mean- 
ing, “The reverse side has its re 
verse side.” 

Clearly on oneé side. one that 
appears to be negative. is the po 
litical reality for Flynn that the 
trip. at least its cost and the num- 
ber of persons - 16 - included in 


his entourage. was heavily criti- 
cized by two city councilors and 
by some callers on radio talk 
shows. 

On the reverse side. Flynn. re- 
ferring to investment commit- 
ments totaling $125 million an- 
nounced during the trip. said. 
“When all is said and done, voters 
will understand that we brought 
home the bacon: more jobs and 
housing for Boston.” 

The reverse of the reverse. 
however. is the lingering question 


of whether the Japanese financial 
commitments would have been 
made anvway, without Flynn's 
presence and his entourage, and 
whether the money could just as 
well have come from domestic tn- 
vestors. 

On one side, Councilor at Large 
Joseph M. Tierney. a possible 
challenger to Flynn in next vear's 
mayoral campaign, said Friday. “| 
think the trip was unncessary 
and | think it was bad politics If 
we are not getting Boston or Mass- 
achusetts or American banks to 
invest here. where does the profit 
so? It goes back to Japan. If do 
mestic banks tnvest, the money 
stays here. 

“Il certainly don't think that 
many people were necessary to go 
to Japan. - 

“In my opinion.” Tierney said, 
“nobody had to go to Japan to get 
them to invest in Boston real es- 
tate. They had already refinanced 
the Bank of Boston building at 
$270 million: they bought a build- 


ing for $30 million at One Wash- 
ington Mall: they refinanced the 
Paine Webber building. As for 
their commitments to help fi- 
nance developments here, they 
don’t make precipitous moves.” 


Stephen Coyle, director of the 
Boston Redevelopment Authority. 
said after returning to Boston: 
“We weren't there to get the Japa- 
nese to invest in existing bulld- 
ings: we were over there promot- 
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inp new developments. Nornially, 
the Japanese have invested in ex- 
isting assets, not in ongoing pro- 
jects. 

“The bottom Hine is that, given 
our siralegy to present them with 
a comprehensive view of develop- 
ment in the city and the role of 


governinent planning, it produced 
results.” 


Neil St. John Raymond, presi- , 


dent of RCC International, the de- 
veloper of a portion of the Charles- 
town Navy Yard that received par- 
tial financial backing by the Japa- 
nese last week, said Friday: 
“Whether or not we could have 


potten nvesiments over there 
over a period of time - Vin sure we 
could have. 


“But the dramatic support by 
the city’s delegation was to sym 
bolically say to the Japanese that 
they're very welcome to come to 
Boston: it set the tone for now and 
Sor toe iutuie. ti trchieaftern 
of how welcome they would be, 
and that’s terribly important lo 
the Japanese.” 

Asked if financial backing 
could have come from American 
investors, Raymond said: “In the 
marketplace, you're looking for 
aggressiveness. In this case, the 
Japanese construction companies 
are, at this moment, the must ag- 
gressive. They have a tremendous 
ainount of professional ability, 
vid they also have a financial 
ability Uthat other markets might 
not have.... The type of arrange- 
ment we have made really isn't 
available, to my knowledge, in our 
local market. It may be to others. 
fut it certainly was not available 
to US 


Taking the long view 

James B. White, a partner in 
the real estate development de- 
partment of the law firm Palmer & 
Dodge, made the trip hoping to 
make contacts in Japan for his 
own company. 


“The returns the Japanesé are 
looking for,” he said, “are hnased 
over longer periods of time. as Op- 
posed to Americans, who are look- 
ing for a quicker rehurn 

“The Japanese nay be happy 
with a return of 5 percent yield of 
investment and have it grow to 7 
or & percent. A lot of Americans 
would not be satished with any 
thing less chan & to 12 percent go 
Wipe in 


Samuel R. Tyler, executive di 
rector of the Boston Municipal Re- 
search Bureau, which monitors 
city spending, called the trip 
worthwhile but not essential. 

“The Japanese were aware ol 
Boston,” he said, “and the inves- 
tors already have their represen- 
tatives in New York and some are 
already investing in Boston. 

"It did seem like a large num- 
ber in the delegation. | would ques- 
tion whether they needed that 
large a number. But given the cus- 
toms and cultural traditions of the 
Japanese, the city makes a slate 
ment by having the mayor there 
as opposed to other city officials.” 


Some City Hall saurces said the 
packaging of the trip- ina public- 
relations sense - was poorly done. 
with Flynn perceived as making a 
last-minute decision to go and 
then leaving two days ahead of his 
annuunced schedule, appearing to 
duck reporters and phologra- 
phers. 


Said Coyle: “The mayor and 
myself and most people in the gov- 
ernment were concerned, even 
through the planning and the tele- 
phone calling overseas and the 
scheduling of the trip... with the 
election and the Mandela issue. 
The prime focus was not on the 
trip. The mayor left his options 
open based on a couple of 
things but mainly on whether we 
had climbed the stairs in the Jap- 
anese management hierarchy, 
whether we were meeting the top 
managers. 


“He actually made his decision 
based on evidence late in the final 
week that we had gotten to the top 
people. We had done this by phon- 
ing and phoning and phoning. By 
preparing our materials before- 
hand and in Japanese, we had 
reached the top of the stairs.” 


Expenses estimated 

A final account of the trip's 
cost has not been done, but the 
initial appropriation for expenses 
was estimated at $71,000. An ad- 
ditional $40,000 was spent for 
publication of matertals designed 
to boost Boston. All of it ts to be 
paid for by the BRA. 


Coyle said last week thal he 
will ask the four private develop- 
ers who accompanied city officials 
at their own expense to fool the 
bill for the publications 


Flynn has acknowledged 
criticism over the trip bul ca 
some of it unfair. To head off op 
sition in the future. he is cal 
for establishment of an ined 
dent committee to solicit’ pri 
sector contributions to a civic | 
motion fund that would pay | 
such trips. | 


But while he may be sec: 
guessing himself about the co 
the trip and the number of pe. 
in the entourage, he 1s g¢ 
ahead with a followup. tle | 
nounced last week that he wi 
hire a permanen! mayoral re 
sentative who would be baset 
Tokyo and who would coordi 
efforts to obtain more investm | 
in Boston. | 


The first-year retainer 
would be $50,000, also tunde¢ 
the BRA. but the figure could, 
ceed that, “depending on the 
of activity,” said Raymond ¢ 
ley, director of adminisiralive 
vices. \ 
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US diplomat tells Flynn delegation 


how to attract Japanese investors — 


By Ed Quill 
Globe Staff 

TOKYO - The US ambassador 
to Japan, Mike Mansfield, yester- 
day told Mayor Flynn and other 
city officials that Boston is a logi- 
cai place for Japanese bankers 
and businessmen to invest in real 
estate, development ‘because of 
the city’s educational institutions 
and the area's high-tech indus- 


Flynn, City Council president 
Bruce C. Bolling, city Administra- 
tive Services director Raymond C. 
Dooley and development adviser 
John Connolly met with Mans- 
field at the US Embassy in Tokyo 
as part of their quest for Japanese 
investment in Boston real estate 
development. 

During the 45-minute meeting, 
Mansfield, the former US Senate 
majority leader from Montana 
who has been ambassador in To- 
kyo for nine years, gave Flynn ad- 
vice on how to attract Japanese 
money to Boston. 

“The next century, without 
question, in my mind, will be the 
century of the Pacific,’ Mansfield 
said. “You can bet the ranch on it. 
It will depend on the strength and 
duration of Japanese-US rela- 
tions. | believe it will be the most 
important bilateral relationship 
in the world bar none. There will 
be more exchanges between both 
countries, and we'll both be better 
off.”” 


yOu, “are in 


he told Flynn, 


the right country and region at- 


the right time. If you play your 


cards right, you can be in at the 
begining of what lies ahead of all 
of us.”’ 

Flynn, who {fs leading a delega- 
tion that includes developers and 
several city and Boston Redevelop- 
ment Authority officials in a visit 
to five Japanese cities - Yoko- 
hama, Tokyo, Kyoto, Kobe and 
Osaka - asked Mansfield for sug- 


gestions on how to follow up on’ 


contacts. - 

‘Don't let the contacts lapse,” 
Mansfield replied. ‘‘Don't show in- 
terest and then forget it. Invite 
people to Boston ... it’s a case of 
continuity and interest. That is 
what makes a deep impression on 
the Japanese. 

“Point out that if you-are not 
the leading high-tech city in the 
US, you are at least the second 
best, and that you are the center 
of the major educational institu- 
tions in the US. Tell them that you 
have a low unemployment rate, 
comparatively ... point out that 
Boston and New England are a re- 
gion they may have overlooked in 
scanning the rest of the US.” 


Ambassador gives tips 

Among the points Mansfield 
made were: 

@ ‘Japanese autos are on the 
way out. Automation is coming in. 
The coming era will be a high-tech 
era. Boston has the educational 
institutions and the companies to 
handle the future.”’ 

@ The Japanese were vitally in- 
terested in the past election, 


—which will bring a-Democratic ma- 
jority to the US Senate, 


“and 


they're very concerned and some- 
what troubled”’ over possible legta- 
lation to restrict trade. ‘If Japan 
doesn't open its market more, and 
if the system breaks down, they 
and not us are the biggest losers.” 
@ Japan is “looking over its 
shoulder at Korea, Taiwan, Hong 
Kong and Singapore, because it is 
no longer a poor wage country.” 
The other four countries pay lower 
wages and are now able to con 
pete with Japan on the cost of ex 
ported products. 
@ ‘Financially, Japan is now 
the world’s No. 1 creditor,” Mane 
field said. According to American 


‘Banker, the Dai-Itchi Kangyo 


Bank Ltd., with headquarters in 
Tokyo, is now the largest bank in 
the world and, as of July, had 
$207 billion in assets. 


Meetings with bankers held 

City officials, including Flynn 
and BRA Director Stéphen Coyle, ; 
along-with four private developers | 
from Boston, met separately later | 
in the day with top representa- 
tives of Dai-Itchi Kangyo. and 
with executives from Mitzubishi 
Trust and Banking Corp.. Mitsui 
Bank Ltd. and Sanwa Bank Ltd.. 
the only Japanese bank with a 
branch in Boston. 


James B. White, a partner in 
the real estate development de- 
partment of the Boston law firm of | 
Palmer & Dodge, said: ‘Based on 
meetings I’ve attended with Coyle 
and the mayor, it’s clear to me 
that their interest in the Japanese 
is going to be realized in decisions 
to invest in Boston.” 


THE BOSTON 


By Ed Quill 
Globe Staff 


TOKYO - Top managers of © 


Dai-Ichi Kangyo Bank Ltd. have 
agreed to jointly participate in fi- 
imancing a i100 million project for 
development of residential rental 
and condominium units at Bos 
ton’s Charlestown Navy Yard. 

Dai-Ichi Kangyo is the largest 
bank in the world, with assets to- 
taling $207 billion, according to 
American Banker, a financial 
newspaper. 


Yutaka Toda, general manager 
of Dai-ichi Kangyo’s Hong Kong 
branch, made the formal an- 
nouncement of the bank's com- 
mitment at a private dinner party 
Friday night with Mayor Flynn, 
Boston Redevelopment Authority 
Director Stephen Coyle, and Neti 
St. John Raymond, an investor 
and developer of the Navy Yard 
project. 

Approving the go-ahead for the 
commitment. which will be 
shared by Asian Oceanic Securt- 


ties Inc., was Yeshiteru Mura- 
kami, Dai-Ichi’s senior managing 
director in Tokyo, who hosted the 
dinner and sat opposite Flynn. 


‘We are pleased to participate 
through Asian Oceanic in the con- 
struction financing of the Boston 
Navy Yard,” Toda told the group. 

Attempts to reaclt Toda yester- 
day for further comment were un- 
successful. 

Francis F. Hunnewell. presi- 
dent of Asian Oceanic, who made 
a commitment to Raymond sever- 
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people in the real estate business. 
Most of our clientsiare principaily 
based in Asta. : 


“We now have ag opportunity 
to provide constructipn finasicing 
and are putting ber #. graup 
of friends to do that,' _Bunneweil 
said. ae 

According to figures -giling) 

a banking survey | ; 
American Banker, D ce 
gyo surpassed Citicorp. of ow 
York tn total assets af the end of 
March 1986 and the bank also-be- 
came the first banking firm to 
achieve assets of more than $200: 
billion. Citicorp is now second 
with $176 billion in assets. 

“Talks had been ongoing for 
some time now,’ Raymond said 
yesterday. ‘This trip facilitated. 
bringing it to a head. Obviously, 
I'm pleased. | think having the 
mayor and the BRA director and 


FLYNN, Page 45 


Japa - a a r. 


ese bank to help finance 


Charlestown residential project 


@ FLYNN 
Continued from Page 33 


members of the BRA board here 
really meant a great deal to the 
Japanese institution.” 


Mayor Flynn said yesterday: 


“This announcement by the 
world's largest bank ... is a vote 
of confidence in Boston and its fu- 
ture. Expanded economic rela- 
tions between Boston and Japan 
will lead directly to new employ- 
ment and housing opportunities 
and will strengthen Boston's al- 
ready strong economy. 


“We need access to Japanese 
capital,’ Flynfi added, ‘to contin- 
ue growth in Boston. I am confi- 
dent, based on my discussions 
with Mr. Yoshiteru Murakami . 
that Japanese financial institu- 
tions are prepared to substantial- 
ly expand investments in Bos- 
ton.” 

Also attending the Dai-Ichi 
hosted dinner Friday night were 
city Administrative Services direc- 
tor Raymond C. Dooley, Collector- 
Teasurer George Russell Jr., and 
development adviser John Con- 
nolly. 


Raymond said the 1986-87 
phase of his project, which has 
met most city and state require- 
ments but still needs some final 
governmental approvals, should 
get under way by.the first of next 
year. This $100 million phase is 
for 500 units - a mix of luxury 
condominiums and market rental 
units - in an overall program to 
build between 2500 and 3000 
units and other commercial and 
office space at an estimated cost of 
$400 million in all. 


Raymond has already built 113 
units of elderty housing and 80 
units of moderate-to-middle in- 
come units at the Navy Yard. 


“We're trying to create a com- 
munity there, which means a 
wide range of housing, some high- 
end luxury units, but with many 
buyers in the middle-range area,” 
Raymond said. 


Raymond, 42, of Ipswich, is 
head of RCC International (Ray- 
mond Cattle Co.), which has nu- 
merous holdings in citrus, cattle; 
real estate, oil and gas operations 
around the country. He is prob- 
ably best known in Boston as the 
developer of the Carlton House, 
the luxury condominium building 
added to the Ritz-Cariton hotel. 


In addition to the Carlton 
House, Raymond's development 
interests include historic building 
preservation, including the restor- 
ation of the Exeter Street Theater 
and the former Record-American 
building at One Winthrop Square, 
Boston. 


Last June, Raymond pur- 
chased for a price “in excess of 
$107 million"’ Icos Corporation, a 
worldwide construction company 
headquartered in Lugano, Swit- 
zerland. Icos’ subsidiary, Immobi- 
liare New England is the prime de- 
veloper of the restoration projects 
in the former Navy Yard, he said. 


Immobiliare New England was 
designated developer for a 57-acre 
area in the Charlestown Navy 
Yard by the Boston Redevelop- 
ment Authority about 10 years 
ago. Immobiliare, which has re- 
sponsibility for developing more 
than 1000 housing units and re- 
tail and office uses, has so far 
built about 500 units, including 
rentals and condominiums, and a 
marina-restaurant. 


All the old Navy Yard ware- 
house and manufacturing struc- 
tures, except the _ historic 
Ropewalk Building, are now in the 


hands of private developers. 
Twenty-seven ‘projects, including 
public and private constriction 
for housing and one mtliton 
square feet of office space, are un 
der way. In the last two years, 
$200 million in investments have 
been committed forthe yard. ’ 


Coyle, thé BRA director, said 
yesterday that the Navy Yard's 
permanent population will be be- 
tween 5000 and -20,000 residents 
“with a balance of the same nusr 
ber of permanent workers.’ He 
said he expected the entire devet 
opment program at the former 
Charlestown naval base to be 
completed by 1990. Raymond's 
$100 million project will take up 
about six acres at the Mystic River 
end of the Navy Yard, Coyle said. 


Meanwhile, Richard Friedman, 
developer of the proposed %700 
million Fan Pier project on North- 
ern Avenue in South Boston, who 
had said last week during his visit 
here that he had feelers from two 
banks that he could not name, 
yesterday named the banks -— Mit- 
zubishi Trust and Banking Corp. 
and Mitsui Bank Ltd. 


“They said they would definite- 
ly like to participate in construc- 
tion and lending for the project." 
Friedman said, while adding that 


no formal commitment has been. | 


made. 


Flynn and most of the 16-meme 


ber city delegation and four pri- 
vate developers — Raymond, Fried 


man, Robert Kenney and Joh | 
traveled later yesterd@y to | 
Kyoto, where they will be meeting | 


Drew — 


with city officials and touringos- 
ton’s historic and cultural aster 
city. Flynn is scheduled to return 
to Tokyo Sunday nightiand his 
tentative schedule has him leaw 


ing for Boston on Tuesday. ., + 
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MAINTAINING THE 
GROWTH ECONOMY: 
THE SEARCH FOR 


INVESTMENT CAPITAL 


STATEMENT OF MAYOR RAYMOND L. FLYNN 


Recent reports from Washington on the latest foreign policy blunders under- 
score some fundamental problems America has when it comes to dealing with 
the world community on the questions of world trade, diplomatic policy, and 
national defense. Americans are worried about the results of Reykjavik and 
the implications of the Iranian arms scandal, and rightly so. Although | am 
as concerned as any other citizen about nz*ional defense and America's diplo- 
matic relations with the world community, my immediate concern is with the 
growing policy vacuum on the question of world trade. 


Why should the Mayor of a city worry about trade policies? Why not leave 
those questions to the Washington establishment? The connection between 
America's trade policies and the direct and deleterious impacts those policies 
have had on local communities in the past decades cannot be overlooked. | 
believe that world trade policies have such a vital and fundamental impact on 
the economic well-being of America's cities, on jobs for America's workers, on 
homes and a decent standard of living for America's families, that these 
questions must be at the center stage of a national policy debate. 


Recent examples of how ill-conceived foreign trade policies can lead to tragic 
consequences at the local level -- loss of homes, jobs, businesses, and even 
lives wrought by despair -- are clear. The family farmer, at the heart of 


American tradition, has fallen prey to poor trade policy. So too have the 
American steel and auto worker. When | was a boy the steel producing 
regions of this country were referred to as the great "industrial belt." Now 
these pockets of aging infrastructure are called the "rust belt" -- sad 
reminders of how the failure to reinvest in American productivity victimizes 
local communities. 


A major question that faces this country today is can we look with confidence 
and hope to our economic future if we run a trade imbalance that approaches 
$150 billion a year? Can we improve our standard of living, our national 
character, and extend our position of world leadership into the next century 
if we abandon our manufacturing economy and allow our industrial base to 
decay? These issues became important to me as | undertook the search for 
investment capital in the Far East, a trip that took me to the "Wall Street" of 
Japan, the financial heart of a country that American know-how and tech- 
nology helped to rebuild and put on the road to economic recovery. 


i The Boston Economy: Three Banner Years 


Boston's economy is experiencing its third consecutive banner year in 1986 
following record breaking performances in 1984 and 1985. In this three year 
period, 36,000 new jobs were added, which doubles the rate of the prior 
three years. Development investment during this time has reached $3.5 
billion or nearly $1.2 billion a year. This development investment has pro- 
duced the highest levels of employment in the construction trades since the 
Korean War. It has also produced the lowest unemployment rate in the trades 
and the highest levels of participation in history for minorities, women, and 
Boston residents. This development economy has generated nearly $40 million 
in commitment to linkage funds; and this year's housing starts exceed our 
ambitious goal of 3,400 units. 


-6- 


No one would deny that much more could be done to make Boston's neighbor- 
hoods better places to live and to raise families. Similarly, no one would 
deny that substantial amounts of private investment are necessary to accom- 
plish our ambitious goals in this era of severe federal cutbacks. 


Development investment reflects the fundamental broadening and upgrading of 
Boston's economic base. Boston's inventory of office space grew from, 3/7 
million square feet in 1980, to 43.7 million square feet in 1986. This 
represents an increase of more than 6.5 million square feet or 17%. Most of 
this addition came on stream in the 1984-85-86 years. 


The number of hotel rooms in Boston increased by two-thirds since 1980, to 
serve the growing number of business visitors, convention goers and 
tourists. Half of the increment in hotel rooms emerged in 1984, 1985 and 
1986. 


Boston's retail space expanded substantially since 1980 with the addition of 
1.1 million square feet of net new space. This 14% increase in downtown 
retail space came in response to Boston's reemergence as a metropolitan 
shopping center; the demand of the expanded, upscale labor force; and the 
growing resident population. Virtually all of these new facilities came on the 
market in 1984, 1985, and 1986, reflecting the return of an era of people who 
are confident about Boston and its future. 


Record levels of office development and space absorption, in 1984, 1985 and 
1986, accompanied by declining vacancy rates, speak to the good health of 
Boston's office market. Vacancy rates had peaked at 11% in 1985, following 
the extraordinary volume of office building in Boston in 1984. But vacancy 
rates diminished smartly to 8% in the course of Spring, Summer and Fall 1986 
as demand for office space continued unabated, and the net new supply of 
Class A space slackened. Since the first of this year, absorption of over 

2 million square feet has already broken the record 2 million square feet 
leased in 1984. 


The Boston office market experience contrasts with that of the suburban ring 
where vacancies have risen to 15% in Fall 1986 and with that of the nation's 
larger cities and metro areas where vacancy rates have increased to 14% and 
18%, respectively. Among 2/ larger cities, Boston's Fall 1986 office vacancy 
rate of 8% is bettered only by New York City's Gros: 


Along with these changes in hotel, retail, and office space, other dramatic 
projects have been undertaken in this city. Columbia Point, long a reminder 
of failed government policies, has begun the process of transformation to a 
new mixed-income community of 1,280 homes by the harbor. Tent City, 19 
years vacant and abandoned, is now the site where 270 new homes are being 
built. Douglass Plaza, land cleared during urban renewal, will soon be a 
model for a new generation of community development. These projects, which 
for years were considered impossible by people inside and outside of 
government, are examples of what hard work, determination, and community 
support can achieve. 


The economic boom that Boston is ex .eriencing is bringing real benefits in 
terms of jobs, enterprise opportunities, and housing for the people of this 
city. The policies we have introduced to harness this growth are the envy of 


other urban centers. The great challenge we face is how to contain and 
sustain this growth so that changes will be broad enough and deep enough to 
have significant and positive impacts on Boston's neighborhoods. The first 
issue that confronts us is the need to identify sources of capital to finance 
this economic renaissance. 


Boston today has been cited by the Ford Foundation for its leadership in 
developing a new generation of programs in response to the reduced federal 
assistance in the fields of housing, job training and education. We cannot 
maintain that leadership or sustain these initiatives without investment capital. 


ll. Sustaining the Growth Economy: The Search for Capital Turns to Japan 


Boston's history is a record of 356 years of economic ingenuity and vision. 
It is also a history of the search for investment capital. 


But times change, and change requires a constant willingness to develop new 
strategies. If we are to maintain our role as innovator and teacher, we must 
maintain our tradition of opening new routes and securing new capital re- 
sources. 


The lucrative China Trade and far-reaching Clipper Ship eras were the 
mainstays of the 19th century Boston water-borne commerce. China Trade 
began in 1793 and flourished for over fifty years as merchants and traders 
plied the seas to Asia where goods were bartered, sold, and exchanged. 

Local ships carried cutlery, ironware, clothing, beads, blankets, and molasses 
to the Pacific Northwest where they were exchanged for sea otter furs which 
were taken to China and traded for chinaware, sugar, curious, and tea. But 
changing economics and the higher moral standards of independence and 
abolition led Boston to abandon that trade in favor of new partners in new 
markets. 


In the 19th century we opened new ocean routes to China. They were routes 
that linked not only Boston, but the U.S. Pacific Northwest to the East. 
Boston had ninety percent of the market by the early 1800s. The Clipper 
Ship era began in 1850 but lasted only a short time. The California gold 
rush of 1848 had given the impetus for fast-moving, low-bulk ships to race to 
the Pacific coast supplying provisions and trading goods. This era is re- 
ferred to as the "romantic and commercial apogee of Massachusetts maritime 
DiStony . 


And we came back later to finance the beginnings of the American Industrial 
Revolution on the waterways of Eastern Massachusetts. In Lynn, Lowell, 
Lawrence, Fall River, and other industrial cities Boston capital fed the 
creation of the shoe and textile giants. 


In this century, we have provided the finances and the ideas to launch the 
electronic revolution and the exponential growth of the U.S. service indus- 
tries. In short, the search for world markets is as old as Boston itself. 


In the late 1980s, Boston is again challenged. We are forced to seek new 
sources of economic strength. We are obligated to revitalize our traditions of 
vision and resourcefulness. 


And we plan to meet the challenge. That is why we look again across both 
the Pacific and the Atlantic. The China trade is now just a memory, com~- 

memorated in the museums filled with Chinese objects obtained in the period. 
But the Pacific Rim and Northern Europe are again tremendous possibilities. 


The Pacific Rim -- especially Japan ~~ has become the world's single most 
concentrated source of capital for the foreseeable future. The Pacific Rim 
encompasses thirty-four countries and twenty-three island states covering 
seventy square miles. The 2.4 billion people there speak over 1,000 
languages and constitute more than half of the worid's population. 


The Pacific Rim accounts for over half of the world's total wealth, including 
21% of the world's oil resources, 63% of its wool; 67% of its cotton; 87% of its 
natural rubber; and 94% of its natural silk. U.S. trade with East and 
Southeast Asia reached $200 billion last year, Up from $42 billion in 1975. 


As recently reported in a Financial Times survey, the U.S. trade imbalance of 
nearly $150 billion last year reflects deficits with virtually every Pacific 
trading partner. The survey notes that between 1980 and 1985 imports from 
Japan rose from $30.7 billion to $72.4 billion, while U.S. exports increased 
only slightly from $20.8 billion to $22.6 billion. Over the same period 
Taiwan's exports to the U.S. went from $6.8 billion to $17.8 billion; Korea 
increased sales to the U.S. from $4.1 billion to $10.7 billion; and for Hong 
Kong, exports to the U.S. climbed from $4.7 billion to $9 billion. 


Additionally, the capital markets of Northern Europe and other foreign mar- 
kets are developing increasingly deep lodes of capital. 


These facts lead to a simple proposition: Those cities and other institutions 
that are able to recognize and take advantage of this situation will attract the 
capital to grow; those without vision will lack the capital to grow and expand. 


A Boston commercial banker recently put it this way, "to the aggressive 
localities go the spoils." 


Boston, in keeping with its history of national leadership in strategies for 
economic expansion, intends to keep on growing. 


One of our strategies is to attract development capital from Japan, and from 
other foreign markets. Attracting capital from Japan, however, is one of our 
most important objectives because of their capital surplus and Boston's signifi- 
cant development opportunities. 


Recent reforms in Japanese law, the performance of the Japanese economy, 
and particularities of custom and policy with regard to real estate development 
there combine to create a situation where the coffers of Japanese financial 
institutions, construction firms, and trading houses are bursting with capital. 
Lester Thurow, the noted MIT economist, pointed out to me in a recent 
discussion that, "Importing Japanese capital to finance new projects is not 
only good business but sound economic policy." 


Everyday Japanese investors are looking for new projects. They are looking 
for climates in which their investments will grow and bear fruit. This city's 
economy is a virtual hot house for investment; a fact that is enhanced by the 
leadership of Governor Dukakis on the state level. Boston can provide the 
kind of climate that the Japanese financial community is seeking. With our 
world-leading institutions in high technology, medicine, education, and 
finance, we can provide the promise of economic stability and expansion. 


Ill. Toyko Trade Meetings 


In a statement in February of this year to the Japan Foreign Trade Council, 
U.S. Ambassador Mike Mansfield said, "The next century will be the century 
of the Pacific." We want the next century to be Boston's, too. That's why | 
led a Boston trade delegation to Tokyo earlier this month. When | arrived in 
Tokyo | was heartened to hear that the Consul General of Japan in Boston, 
Minoru Tamba, had stated that "The future of America lies in Boston." 


The purpose of our visit was to learn more about Japanese foreign invest- 
ment, and to attract more of that investment to Boston. The potential for 
Japanese investment is staggering: In the 15-month period, January, 1984 to 
March, 1985, it is estimated that Japanese international investment increased 
from $11.1 billion to $71.5 billion. Overall the Japanese have $20 billion 
invested in the United States. We wanted to talk to the major Japanese firms 
participating in this investment surge to let them know about the opportuni- 
ties for investment in Boston -- about the strength of our economy, the 
industry of our people, and the uniqueness of our city. At the same time, 
we wanted to answer their questions, and to assure these firms that Boston 
would welcome their presence. 


While in Tokyo, our delegation met with some 48 major Japanese firms from 
the areas of banking, insurance, construction, leasing, architecture, and 
engineering. Among the companies we met with was the Dai-ichi Kangyo 
Bank, the world's largest bank, and the first banking firm in the world to 
reach assets above $200 billion. We also met with top officials from three 
other leading world banks. Other firms we met with include Mitsui Life, 
Estate and Construction Companies, Mitsubishi Trust, the Industrial Bank of 
Japan, and Sanwa Bank. Several of the firms already have substantial in- 
vestments in the United States, but only Sanwa Bank, which recently opened 
a Boston branch, has a major Boston presence. Approximately two hundred 
Japanese businessmen were part of the frank exchanges during the five days 
of meetings. 


Our message to these firms was clear. Boston is a different kind of American 
city, one where history, culture, and tradition are all a part of “our Vision: of 
the future; and we invited them to be a part of that future. There is sub- 
stantial reason to be confident about Boston's future. Boston is the fastest 
growing service economy in the nation. Next to New York City, Boston has 
the lowest vacancy rate for class A office space. At the same time, rents 
and property values are strong and climbing. Today, 270,000 people work in 
downtown Boston, and over the next fifteen years employment growth in 
Boston will be the second highest in the United States. An important part of 
our message was that strong market forces and sound public policies combine 
to create a favorable investment climate in Boston. Our policies of balanced 
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growth are designed to regulate the supply of new office space to guard 
against an oversupply, as well to protect the city's environmental, historical, 
and architectural resources. In addition to regulating supply, the city 
carefully monitors demand. 


The Boston delegation included private sector representatives of four major 
waterfront development projects. Among the projects represented were the 
Fan Pier project, a $1 billion mixed-use project to be built on a vacant 4-acre 
waterfront site; the Charlestown Navy Yard, the largest historic rehabilitation 
project in the nation; and the World Trade Center, an innovative mixed-use 
project on the South Boston waterfront. Together the projects represent 
approximately $1.4 billion in new development. To date, Japanese investment 
in U.S. real estate has been largely confined to existing structures since 
built buildings with tenants present less investment risk. Our goal was to 
attract Japanese investment to developing projects, since these are the pro- 
jects that will mean new jobs, new homes, new linkage, and new tax revenues 
for the city. The range of options we presented the Japanese firms to be- 
come involved in these projects was extensive. The developers are looking 
for whole or participating interest in construction and permanent financing, 
as well as construction management and engineering services. The joint 
effort by Boston's leading developers and top city officials to reach out to 
Japanese firms seemed to make a deep and favorable impression on those with 
whom we met, and certainly underscored the seriousness of our intent to 
attract Japanese investment to Boston. 


Perhaps as important a part of our mission as any was the opportunity to 
answer questions. Among the most frequently asked questions were the 
potential impacts of the tax reform on real estate investment (who isn't won- 
dering about that), and the likely receptivity of Boston to Japanese invest- 
ments. While it may be too early to predict the market's response to tax 
reform, it is clear that the values of virtually all Boston buildings are inde- 
pendent of the passive loss preferences allowed under current tax law. 
Consequently, Boston opportunities will be more desired after tax reform 
vis-a-vis Opportunities in other cities. To the question about the reception 
of Japanese investments, we responded that investment in developing projects 
would contribute net new jobs, housing, and tax revenues to the city while 
investment in existing properties would not have as profoundly favorable an 
impact on the city. For that reason we reiterated our belief that investment 
in new projects would be better received at the local level. 


| was gratified to come back from Japan with immediate commitments from the 
world's largest bank and one of Japan's largest contractors to invest up to 
$130 million in new housing projects at the Charlestown Navy Yard. This was 
good for the city. This was a clear demonstration that the search for capital 
in world markets could lead to homes and jobs for Boston residents and 
revitalization in our older communities. By any standard, the outcome was 
good for the city. 


But what was especially good for Boston was what this initial gesture may 
signify for the future. We have established the willingness of Boston's 
leaders to be aggressive and innovative in the search for new investment. 

We must be flexible and willing to shift, because this foreign capital certainly 
will shift in and out of the city, going to the place where it will obtain the 
highest return. 
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We were treated with the utmost warmth and openness by our Japanese hosts. 
While our meetings centered on economies, our interactions provided both 
hosts and visitors with the opportunity for real cultural exchange. In our 
sister city, Kyoto, in Tokyo, and in every community and organization we 
visited, the Boston delegation was warmly greeted. 


We came back with new sources of investment that will mean new jobs and 
housing. We also came back with the friendship of the Japanese leaders with 
whom we met. We intend to nuture and expand on these relationships. 
Toward that end, |! will soon establish a full-time trade representative in 
Tokyo. : 


IV. Toward a Practical, Long Term Trade Policy 


America must focus more clearly on the cumulative effect of the U.S. trade 
deficit, currently running at the rate of about $150 billion a year. History 
shows us that sustained trade imbalances with foreign countries create in- 

herently unstable relationships in the world community. 


The lesson that can be learned from history is that when a country runs a 
persistent trade deficit or surplus, forces are generated which will undo such 
a policy. The question for America today is not whether its persistent trade 
position needs to be corrected, but rather how it can be corrected. Voices 
are heard on both sides of the question: protectionism or trade expansion. 


We can either move toward protectionist legislation, or we can promote higher 
levels of exports to our major trading partners, or we can do some of both. 

| recommend that we take a middle path and do some of both. As we seek 
solutions to these questions it is essential for policy makers to understand the 
impacts that trade policies have on local economies and community life. 


Earlier | referred to the ruinous consequences American trade policies have 
had on the U.S. farm and steel industries, and | would like to focus for a 
minute on those two examples. In the early 1970's, American farmers were 
encouraged by the federal government to increase their output for the pur- 
poses of exporting. To do so, farmers had to purchase more heavy farming 
equipment to increase productivity, or output per acre of land. In fact, it 
was the federal government that encouraged these purchases of capital 
through government loan programs. Farmers found themselves in heavily 
leveraged positions, meaning they had borrowed heavily to purchase land and 
equipment, and counted on a high level of exports to keep crop prices and 
farm land values high. 


What eventually happened is a cruel-twist of the farmer's expectations. 
Beginning with the Soviet grain embargo in January 1980, America's agricul- 
tural trade policy was reversed. The decision to stop grain sales to the 
Soviets led to a glut in the domestic market. This surplus pushed the yield 
on crops to $1.60 per square foot, when the cost of growing the grain was 
up to $3.60 per square foot. The farmers had become pawns in the game 
called world trade policy. 
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Instead of coming to the aid of distressed farmers, the federal government 
hastened its efforts to foreclose on farmers who were unable to repay the 
loans used to buy more equipment. Currently 200 farms are foreclosed on 
each day; a number that has not been as high since the great depression. 
Yet these farmers are not feeling the effects of world market forces, as 
entrepreneurs who took a risk and lost. Rather, they are victims of bad 
trade policy. 


The story of Youngstown, Ohio is a similar one. Once a booming steel town, 
in 1979 Youngstown witnessed a plant closing that left 5,000 people without 
jobs. : 


After World War II, the American steel industry enjoyed fifteen years with 
virtually no foreign competition. Yet while countries like France, Germany, 
Japan, and Korea were rebuilding and modernizing their facilities, American 
steel producers were reinvesting less. 


As a result, foreign competitors crept ahead. Today, America's steel pro- 
ducing capability is roughly eight years behind our competitors'. For 

instance in 1978, of the world's twenty-two modern blast furnaces, none of 
them were located in the U.S., and fourteen of them were located in Japan. 


The experiences of the American farming and steel industries support the 
need for a central agency to guide American foreign trade policy, and to 
encourage competitive industries to reinvest in productivity, rather than slip 
into a non-competitive position in need of trade protection to survive. 


As a first step toward a more rational, long-term trade policy, | would recom- 
mend that the United States government recognize the critical importance of 
international trade to the country's future by establishing a new cabinet 
department called the Department of Trade and Industry. The new depart- 
ment would consolidate the trade functions that currently exist throughout the 
government into one coherent and effective whole. The current Administration 
has so gutted the existing trade functions of the Department of Commerce 

that the only sensible approach is to start anew. 


The new department should have two main functions. First, it should have 
the existing responsibility to regulate trade to ensure that foreign countries 
do not "dump" goods onto the U.S. market at prices below their production 
costs; and it should regulate trade to ensure that foreign countries do not 
block access to their markets. Another side to this policy should be the 
protection of American industries that are being rapidly changed and des- 
troyed by too much foreign competition. Second, the new department should 
target assistance for the American industries that have the potential to com- 
pete internationally. These industries should be aided by tax incentives, 
government loan programs, and other methods to enhance and strengthen 
their ability to export American products. 


The Department of Trade and Industry could actively seek new markets for 


American products and assist American firms in producing and selling these 
products. Industry and agriculture of this country need a focussed and 
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powerful voice in national policy debates to be successful in penetrating 
foreign markets. Trade policies cannot continue to take a back seat to the 
changing tides of international politics. They need the bedrock of rational 
and long-term policy commitments. 


American firms must first get assistance to understand foreign markets 
better -- their consumer preferences, culture, and language. For example, 
in Japan | was struck by the incredible space constraints of the typical 
Japanese home. American products must appreciate these constraints by 
emphasizing quality, compactness, and simplicity. 


Not all problems, however, can be addressed by a more aggressive approach 
to marketing and product development. The Japanese restrict access to their 
markets by throwing up unnecessary regulatory barriers. Resistance to 
importing American products cannot be explained on any other grounds. 
When trade barriers are identified they must be challenged head-on by the 
U.S. as unfair protectionism. 


To compete effectively, America must establish a public/private partnership 
approach to international trade. To do this, we must centralize our trade 
functions under one government department with an unambiguous mission: to 
correct the trade imbalance in a constructive way that generates domestic jobs 
and economic strength. To amble along the path we are now on will weaken 
our country, and eventually the world. Resorting to more drastic measures 
could become politically more compelling in the future if we continue to 
weaken ourselves through persistent trade deficits. 


In addition to establishing one department with centralized control over the 
shaping of trade policies, it is necessary to assist communities such as the 
farm communities and Youngstown, Ohio, that have been victimized by either 
shortsighted trade policies or unfair competition. The prime reason that 
Congress is hearing calls for a more protectionist approach to world trade 
policy is that people back home are calling for it. When a steel plant closes 
Or an auto plant is relocated overseas or thousands of family farms go into 
bankruptcy, local communities start to die. Demand for services, burdens on 
the local taxpayers, and city budgets, however, start to rise. The cost for 
maintaining schools, housing, health care, police and fire protection and so 
much more that is important to the quality of life, depends on thriving 
economies. The loss of jobs, investment, and tax base as a consequence of 
failed trade policy is destroying community life in America. 


To counteract this, it is time that we establish predictable and sufficient 
economic assistance for trade impacted communities. We should begin in the 
next fiscal year to establish a trust fund that can be used to rebuild the 
economies of the communities that have been victimized by our shortsighted 
trade policies. Job training, economic planning, venture capital, relocation 
assistance, infrastructure repair, and a host of other requirements must be 
met if America is going to rebuild its industrial and marketing capacity from 
the grassroots up. Any such funds must be immune from the normal bureau- 
cratic squabbles of Washington D.C. and the attendant red tape that 
strangles the most visionary concepts in their infancy. My test for such 
funding would be a formula grant, for a sufficient period of time, such as 
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thirty-six months, with flexible program requirements under tight control of 
local elected executives. The bottom line that we must address is that we will 
not maintain a competitive position in world trade if we do not have a modern, 
rational organization heading up trade policies. Furthermore, we will not get 
support for new trade policies until we deal with the economic disruptions 
that occur at the community level. Progress on both issues is necessary for 
America to be confident about its economic future. 


Vv. Conclusion 


Sustained investment in industry and in property is an integral part of a 
healthy trade relationship between the U.S. and Japan, and the U.S. and the 
world. It is appropriate that profits generated by the sale of U.S. goods 
should be plowed back as investments in the U.S. This is especially impor- 
tant to consider in this critical period of U.S.-Japanese relations, when 
congressional leaders -- especially those in the House -- are weighing protec- 
tionist measures that would be aimed at Tokyo. 


To correct the U.S. trade imbalance with Japan -- and with Canada, Germany, 
and other countries with whom we are currently at a disadvantage -- we 
should pursue more trade, not less. We should seek ways of selling more 
U.S. goods and services to these nations. We should, as well, spend more 
time organizing our governmental structure. 


In the same spirit, our national leaders should develop a long-range agenda 
for improved U.S. competitive standing in the global marketplace. As the 
economists point out, there is a growing disparity in results between the 
U.S. education systems and those in our industrial competitor nations. For 
example, 13 percent of Americans are considered functionally illiterate, while 
the percentage in Japan is merely one-half of one percent. 


Educational results are indicators of productivity. Our educational results 
clearly do not indicate high productivity. Further, they give us concern 
about the future of our economy. 


To begin to correct these complex issues surrounding trade imbalances with 
our partners, our national leaders should consider a longer list of ideas. 
Improved productivity, increased investment in civilian research and develop- 
ment, the establishment of community-based trade adjustment grants, and the 
creation of a cabinet level Department of Trade and Industry. 


Where do ail of these ideas lead us? | believe they lead us toward new 
imperatives for the 1990s and beyond. Urban leadership in the U.S. must 
have the capacity for vision that enables it to see beyond what has been and 
on to what must be. 


We traveled across a broad continent and a broader ocean to enlist Japanese 
capital in the effort to build bridges across divides of income and opportunity 
in Boston. Foreign investment in the Boston economy means, through our 
model linkage policy, funds for jobs and neighborhood housing development. 
It means jobs for Boston residents. It means a tax levy with the kind of 
predictable growth we need to plan for ever-improving services, such as 
public education, police, and parks. 
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When it comes to the Boston economy, the health of our neighborhoods is the 
bottom line. And the same formula holds true for our nation: a vital 
America is a nation of healthy communities. And |, for one, am confident 
that this country will rebuild and sustain its vitality. 


Innovation and dedication are the chief, historic traits of American economic 
strategy. That's what the Western Europeans and the Japanese learned forty 
years ago, when we helped to rebuild their economies from the rubble of a 
destructive world war. 


In this regard, however, there is a new piece to the lesson: as Boston goes, 
so goes the Nation. American History began here. And, if we have the will 
to make it happen, lessons for America's economic future will be shaped here. 
And that future will be rich with the promise of opportunities for subsequent 
generations of American families. 


The Speaker of the House, Tip O'Neill, is fond of saying that "all politics is 
local." In my view, sound economic and trade policy must be proven sound 
at the local level. If communities and entire regions are left behind, if in 
place of sound policies palliatives like devaluation are offered instead, then 
these policies must be contended, debated and replaced. 


The task of moving America ahead for this generation of leadership begins 
with an understanding of our place in the world economic order, and under- 
standing how that relationship affects domestic well-being. | have no doubt 
that we have the will and skill to put America back on its feet competitively 
in the world marketplace. To those who doubt this, at home or overseas, let 
them simply look to our history and let us demonstrate our resolve. 
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AREA AND 
POPULATION 


CONSTITUTION AND 
GOVERNMENT 


ECONOMY AND 
BANKING 


JAPAN 


121 million inhabitants as of October 1985, a 3.5% 
increase over the 1980 census. Japan is the 7th most 
populous nation. The population density is 125 per- 
sons per square mile. 


Japan is 146,000 square miles, approximately 80% of 
New England's land area, consisting of 4 main islands: 
Honshu, Shikoku, Kyushu, and Hokkaido; and more 
than 4,000 smaller islands. 


Of the land in Japan, 70% is forest and grasslands; 
15% is agricultural; and 4% is residential. 


Japan's constitution was adopted in 1947. Sovereign 
power rests with the people. The Emperor, Hirohito, 
has no powers related to government. 


Japan's legislature, the Diet, consists of a 511 member 
House of Representatives, and a 252 member House of 
Councillors. 


The Prime Minister is Yasuhiro Nakasone; and the 
Trading and Industry Minister is Michio Watanabe. 
Japan's Ambassador to the USA is Nobuo Matsunaga; 


and the US Ambassador to Japan is Michael Mansfield. 


Banking: Japan is home to seven of the woritd's ten 
largest banks, including the top bank, Dai-ichi 
Kangyo, with over $200 billion in assets. The Nippon 
Ginko (Bank of Japan) finances the government and 
the banks, and regulates currency,-similar to the US 
Federal Reserve Bank. 


Japan's currency, the yen, has appreciated rapidly 
relative to the dollar in 1986. The yen's value against 
the dollar has increased 40% in seven months. The 
current exchange rate is 161.85 (11/28/86). 


Outlook for FY 1986: A 1% rise in consumer prices is 
expected; and a 7.4% decline in wholesale prices, for 
an overall low inflation rate. Stable prices are expected 
to lead to increases in consumer expenditures. Export 
volume is expected to continue to decline due to the 
rise in the yen's value, and this is expected to depress 
corporate earnings and reduce capital spending in the 
export industry sector. Research and development 

and non-manufacturing capital expenditures will not 
likely be as affected; and service industry investment 
may benefit from improved household expenditures. 
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INDUSTRY AND 
TRADE 


LABOR 


EDUCATION 


RELIGION 


TOURISM 


The largest Japanese industries, in value of products, 
are machinery, metals, and chemicals. Shipbuilding 
has been declining. The US, Japan's largest trading 
partner (in dollar value of goods), purchased about 
$60 billion in goods in 1984, and sold $27 billion to 
Japan. In that year, only Canada, Australia, and the 
Philippines had trade surpluses with Japan. 


Japan's main imports are: mineral fuels, food, metal 
ore and scrap, and machinery and transportation 
equipment. Its main exports are machinery and trans- 
portation equipment, metal and metal products, textile 
products, and chemicals. Exports in 1985 totalled 
$176 billion, and the imports totalled $130 billion. 


Export outlook: Export prices are expected to rise 
13% in FY 86, which should depress export volume 
about 8% over the period. The value of imports is 
expected to fall, due to decline in prices (lower 
absolute price of oil and yen-based prices relatively ). 
Trade surpluses in FY 86 are expected to increase by 
almost 25% over FY 85, to $76.2 billion, due to lower 
oil prices and appreciating yen. However, in yen, the 
surplus will decrease, by about 400 billion. Increases 
in net overseas assets are expected. 


Total workforce October 1984 was 58 million. The 
workforce is distributed across sectors as follows: 


1% Fishing and mining 

8% Agriculture and forestry 

9% Construction 

25% Manufacturing 

26% Commerce and finance 

7% Transportation and public utilities 
20% Services : 

3% Government 


Education is compulsory and free between the ages of 
6 and 15. Japan has 7 main state universities; there 
are 453 other state, municipal, and private colleges 
and universities. Together, these schools have 

1.8 million students. 


State subsidies have ceased for all religions, and 
religious teachings are forbidden in public schools. 
Shintoism and Buddhism claim the most adherents. 


Japanese travelling abroad totalled 4.7 million in 1984; 
2 million foreigners visited Japan in that year. 
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Japanese Direct Investment in the U.S. Real Estate Market 


With the growing dominance of Japan as the world's leading creditor nation 
(seven of the world's top ten banks are Japanese), U.S. real estate developers 
have been actively courting Japanese investors in hopes of tapping into over 
$5 billion which is expected to be invested in the U.S. this year. The 
brokerage firm Cushman & Wakefield, for example, has been actively soliciting 
Japanese investors by conducting seminars in Tokyo and leading tours of 
major U.S. cities. The reason for the firm's interest is simple, "the Japanese 
will be the primary offshore players in U.S. real estate for the remainder of 
the century," predicts Kevin Hagarty of Cushman & Wakefield: 


Southern California and the Pacific Northwest now account for over 75 percent 
of the total existing Japanese investment in real estate. However, this trend 
is quickly fading as Japanese investors broaden their understanding of other 
major real estate in the U.S. For instance, Dai-ichi Insurance Company 
recently made a $25 million convertible mortgage on a suburban Indianapolis 
office project, and Sumitomo Life Realty earlier ventured into the suburbs of 
Boston to buy Burlington Business Center | along Route 128. According to 
Matt Konomi, President of Tokyo-based Konomi Securities, "Japanese investors 
are beginning to take great interest in the Boston-Washington Corridor...they 
are encouraged by the market strength in this region of the country and 
want a stronger presence." 


Japanese current interest in the Northeast, particularly Boston, is easily 
explainable considering that the Boston market offers: 


o Among the healthiest office markets in the country; 
o Joint venture opportunities with established U.S. developers; 


o A chance to invest in "Signature" buildings designed by internationally 
reknowned architects; 


o An opportunity to share in the "Massachusetts Success Story;" 
Oo Little or no earthquake risk. 


Relative to comparable real estate investment opportunities in Tokyo, investing 
in Boston real estate provides further advantages including: higher potential 
yields (U.S. office yields average 5.7% in comparison to 2.3% for Tokyo office 
space); lower per square foot construction cost; and lower land costs. In 
fact, the scarcity of land in Tokyo has brought the cost of land to account 
for up to 75 percent of a project's total development cost. 
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Development Costs 
USA vs. Japan 


NYC Tokyo 
Office Construction 
(200,000 GSF) $56 million $ 67 million 
Land Acquisition $24 million $220 million . 
Total Development Cost $80 million $287 million 
Net Potential Income $63 million $ 9 million 
Cash-on-Cash Return 9.0% 3° 2% 


In targeting sources of Japanese capital it is worth noting that the lion's 
share of investment in the U.S. real estate market comes from Japanese 
institutional investors, insurance companies, industrials, and contractors. 
Among the most active Japanese companies in the U.S. are Mitsubishi Estate, 
Nippon Life, Kumagai Gumi, and Shuwa. With the relaxing of tax rules for 
pension funds, Japanese trust companies and pension funds are also 
beginning to become quite active. "Their entrance," contends Jim Montonari, 
Vice President of Cushman & Wakefield, "will broaden the market, dramatically 
increasing investment flows from Japan. You can't broaden the market with 
just six institutions, six developers, and Shuwa." 


Apart from being largely institutional in nature, Japanese investors in*Us Se 
real estate tend to be long term oriented with a ten to twenty year time 
frame. Mitsubishi Estate, for example, contends that of the over 24 million 
square feet of real estate it owns, it has not turned over a single project. 
For Nippon Life this long term business philosophy is the driving force 
behind its reluctance to sell off any of its Houston property. As one Nippon 
Life representative said, "in our time horizon Houston makes sense." 


The Japanese also continue to be passive investors, preferring an American 
partner in their U.S. real estate ventures. The Japanese contractor Kumagai 
Gumi, for example, has been an active joint venture partner with the Hyatt 
Corporation in the development of hotels around the U.S. Cecil Sears, 
Director of Research for the Urban Land Institute, argues that such joint 
venture partnership relationships are allowing the Japanese to eventually 
become active in a much bigger market - the redevelopment of America's aging 
infrastructure. As Sears contends, "the U.S. will need a major reworking of 
its existing infrastructure. And buildings are just a way nies 


Finally, it is worth noting that, because of the tax laws in Japan, almost all 
Japanese U.S. investment activity is conducted directly through subsidiary 
offices in this country. With depreciation set at 60 years and capital gains 
tax as high as 62% for investments sold before 10 years, the establishment of 
U.S. subsidiaries appears to be the way to go for Japanese investors desiring 
a presence in the U.S. real estate market. 
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Tracking the Japanese Economy 


1988 1986 


FY PY PY FY Jaft.< Apr.- July= Oct. = Jan.- Aor.- 
1982 1983 1984 1988 Mag. June Sept. Oec. Mar. June 


National Accounts (Reat. CY 1980 prices. % increase over. previews: period} 


Gross national product (FY 1S8§$= 100%) a2 37, 5.0 4.2 0.4 1.4 0.7 1.4 -0.5 = 
Private consumption (55.3%) 4.2 3.1 28 27 12 0.5 0.5 0.5 0.7 = 
Private plant & equioment investment (18.2%) 2.0 4.9 10.9 12.6 0.3 5.2 ald Pedy tI - 
Private Nousing investment (4.8%) ate -9.0 0.4 3.7 1.2 2.3 —2.4 are a5 - 
Increase in private inventories (0.6%) -28.7 16.9 98.0 10.8 8.3 13.6 21.2 27.8 19.9 os 
Government consumption (9.3%) 1.4 3.5 2.3 2.8 Ne 0.4 0.4 0.7 1.6 - 
Government investment (7.0%) 0.1 -22 =3.0 —6.3 -1.3 -7.7 2a oa —0.6 = 
External surplus (4.1%) 81.4 135.8 49.2 18.9 — 3.3 19.5 —8.7 4.5 —=20.0 = 


Exports of goods, services & transters (18.7%) 0.7 8.7 1$.8 22 0.8 4.3 -3.7 = 0.8 -4.9 - 
Imoorts of goods. services & transfers (14.64%) =—2.5 -0.5 10.0 -1.7 i 0.4 —-21> 2.1 -0.4 ~ 


Prices (% increase over previous: period} 

Wholesale prices 10 =23 0.2 29 0:4 07 Die 1 2 a os a 
Domestic goods 0.3 =0.8 0.26mi 15 0.0ie—0/5 =0.2 >" 1.0.9 
Exports. 0.8 5.0 1.9 6.1 15 9-15 28 638 +37 =—42 
Imports $5 92 -09 =87 ie ip er een erie 

Consumer prices : 2.4 119 Geum? .2 1.9 0.1 09 0.1 Om o.4 0.3 
Goods 1.8 1.5 1.8 1, 10.2 ome =o4 1.49) =0.9° 9 ~0:2 
Services : 3.6 2.5 an a2 0.5 ny 0.6 0.3 0.3 quo 

Industrial Production: (Seasonaity adjusted, % increase over previous periad) 

Mining & manufactuning - -0.6 6.4 9.9 esa od 22) = 02 e019 0.2 0.3 
investment goods =2.3 3.0 10.6 $3 2.6 1.7 4.5 i one. be 
Consumer goods 3.0 5.6 Moe $7 °=9.1 11.9 -2.3 383 -3.2 1083 

Balanca of Payments (IMF basis, seasonaity adjusted, USS miillon) 

Trade balance 20.141 34,546 48,601 61,601 11,480 13,147 14,098 17.349 17.377 22,447 
Exports 135,993 150,740 167,858 180,664 40,563 42,582 43,584 47,331 47.690 51.448 
Imports 118,852 116,194 122.257 119.063 29,083 29.435 29,486 29.962 30.313 29.001 

Services —-9,535 —3,784 =—7,064 =4,745 =1,565 —611 -—1,641 —1,348 —1.145 - 150 

Current balance 9,135 24,232 37.015 $5,019 9.361 12.216 12116 15.564 15,499 21,340 

Long-term capital (unadjusted) = 11,878 20,797 =54,197 =73,177 -10,355 —17,166 —18,309 -18,712 -18,990 -29, 149 

Basic balance —2.741 3,485 —17,182 -18,158 =—-994 —4950 -6,193 -3,148 -3,497 -—7.309 

Overall balance va =1,988, 2,415 -14,554 -15,599 129 =2,966 -5,730 -3.663 -2.870 -5.945 

Sees mane reserves 24,015 25.109 28,538 27,917 28,538 27.569 27.523 28.510 27,917 33.905 


—= 


end of penod. unadjusiad) 
Yen-Doilar Exchange Rate (Cantrai rate, spot, period average) 


Yan per U.S. dotlar 249.66 236.39 244.19 221.09 257.68 280.73 238.64 207.09 187.38 :70.:13 
Monetary Indexes (Period average) 
Interest rate on loans & discounts (%) 7.169 6.953 §.619 §.476 Spes! §.543 6.504 6.475 shstss| 3.976 


Money supply (M. +cartficates of deposit, 


% increase aver same period of previous year) 8.4 LS ik fs! 3.7 7.9 ee 8.3 9.0 9.0 sh 

Labor Market (Seasonaily adjusted) 

Ratio of joo offers (0 jod seekers 0.60 0.61 0.66 0.67 0.68 0.69 0.68 0.67 J.66 J.51 

Unemooymernt rate (%) aS Qu PAT 2.6 2.55 pia 2.61 2.30 2.64 ooo 


Reprinted from Economic Eye, September 1986. . 
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TRADE MEETINGS 


TOKYO TRADE MEETINGS 


In Tokyo, the delegation met with some 48 major Japanese firms from the 
areas of banking, insurance, construction, leasing, architecture, and engi- 
neering in five days of meetings. Among the companies met with was the 
Dai-ichi Kangyo Bank, the worid's largest bank, and top officials from three 
other leading world banks. Other firms included Mitsui Life, Estate and 
Construction Companies, Mitsubishi Trust, the Industrial Bank of Japan, and 
Sanwa Bank. Approximately two hundred Japanese businessmen were also 
introduced to the Boston delegation throughout the visit. A summary of the 
participants at the delegation's meetings, and a list of contacts the SEMEL 
made is included at the end of this section. 


The delegation's message to these firms was clear. Boston is the fastest 
growing service economy in the nation. Next to New York City, Boston has 
the lowest vacancy rate for class A office space. Rents and property values 
are strong and climbing, and a high rate of employment growth is expected to 
continue. Boston is a city where strong market forces and sound public 
policies combine to create a favorable investment climate. This is reinforced 
by comments from Lester Thurow of MIT, which are included later in this 
section. 


And while it may be too early to predict the market's response to tax reform, 
it is clear that the values of virtually all Boston buildings are independent of 
the passive loss preferences allowed under current tax law. Consequently, 
Boston opportunities will be more desired after tax reform vis-a-vis oppor- 
tunities in other cities. 


The Boston delegation's goal was to attract Japanese investment to developing 
projects, since these are the projects that will mean new jobs, new homes, 
new linkage, and new tax revenues for the city. The delegation included 
private sector representatives of four major waterfront development projects. 
Together the projects represent approximately $1.4 billion in new develop- 
ment. The cooperation of top city officials and Boston's leading developers to 
establish working relationships with Japanese firms underscored the dele- 
gation's seriousness in attracting Japanese investment. The Boston developers 
are looking to the Japanese for whole or participating interest in construction 
and permanent financing, as well as construction management and engineering 
services. 


Financial commitments, improved channels of communication and business 
contacts for the future are the results of the city's trade initiative. 
Participants on the trip shared ideas that would build on the groundwork laid 
out by the Boston delegation in Japan. The following perspectives are from 
the Developers on the trip. The general consensus was that valuable back- 
ground information was generated for both sides, and continued follow-up is 
now the key to further success. 
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CARPENTER & COMPANY, INC. 


IMPRESSION OF TRIP - Richard L. Friedman 


The trip was a good idea 
Long term investing is good for Boston and Japan 
Sowing of seeds 


Insuring continuing source of capital in varied market 
conditions 


Japanese worried about acceptability in U.S. and the 
Mayor's presence opened doors and broke barriers 


The trip was professionally scheduled and executed 


Japanese are an exporter - view capital now as goods 
presently - but capital export creates U.S. jobs 
whereas goods export costs U.S. jobs. 


Japan wants long term relationships 


We should go back in six months and one year with 
various groups 


a) high tech 

boas) ebanks 

c) air & shipping companies - Massport 

d) construction companies 

e) Chamber of Commerce 

£) Arts’ groups - our MFA has a Detter 
selection of Japanese antiquities than 
they have in Japan - Japanese are very 
history-minded - our Museum can be a 
very big hook. We should all visit MFA 
and then take Japanese visitors to see it 
when they come here. 


Japanese can put together banking/construction consortiums 
for public improvements and infrastructure - jobs stay here 


We should write newsletter to all Japanese graduates of 
Bostonl area schools reporting: On sOuUmseli. 


We should invite all current Japanese students to a reception 


Real Estate Since 1898 175 Federa/ Street, Bostan Massachusetts 02110, Telephone: (617) 542-7500 
ae 2 3 — 
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To: Stephen C. Coyle _ From: John P. Fowler 


Director Managing Director 
Boston Redevelopment Fowler, Goedecke, Ellis 
Authority OLGONNOL enc. 
Re: Tokyo Trip Date: November 26, 1986 


Observations:. 


The trip sheuld be billed as a public-private joint venture to 
attract developmental financing sources for projects in Boston. In 
ways it was “research and development” oriented and in ways it 
helped accelerate the discussions which The Fan Pier group and the 
Charlestown Navy Yard group had commenced earlier in the year. 


The Mayor's presence enhanced the credibility of the trip and 
the City's commitment to a public-private partnership to control 


development in the City and yet maintain adequate supply to meet 
demand. 


Fowler, (roedecke, Ellis & O'Con-ar 


-2?4- 


IMPRESSIONS OF JAPANESE TRIP 
ROBERT T. KENNEY 


Extraordinarily well organized 
More meaningful meetings than could be ordinarily expected. 


Useful in providing background information on Boston real estate 
market. 


“ust understand that it takes time for Japanese to feel comfortable 
with an area and with U.S. generally. 


They are used to provide funds in partnership with major U.S. 
life insurance companies for existing buildings, i.e. riskless. 


To invest in development projects they are more interested in joint 
venturing with U.S. financial institutions or Japanese construction/ 
development companies. . 


Their real estate development industry is dominated by large compa- 
nies unlike ours which tends to be dominated by smaller entrepre- 
neurs. 


Although they will tend to look at large projects to joint venture 
with U.S. developers and Japanese construction companies and 
Japanese financial institutions, we must continue to push for direct 
financing to smaller U.S. developers. 


a) Construction joint ventures on smaller projects, i.e., under 
$50,000,000 will tend to be cumbersome. They will learn but 
will bring little to the table unless it is below market 
financing. : 


Impact of Japanese "invasion" on local banks, construction compa- 
nies, anc labor unions must be sensitively handled. : 


Mayor's presence was extremeiy important. 


More senior people attended. 
His interest in Kyoto also bears fruit in Tokyo. 
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WORLD TRADE CENTER 
BOSTON 


The World Trade Center Boston made a series of presentations to a 
group of major Japenese financial institutions and construction 
companies with the aims of; 


A) obtaining permanent financing for the present 850,000 
Square foot already operating facility, and 


B) obtaining construction financing and/or equity 
partnership with a Japanese firm for the projected 
later stages of the WTC project, involving an estimated 
1.5 million square feet of office space. 


In the course of the presentations and private conversations 
which ensued, the following main points were stressed: 


1) The large scale of the present facility and projected 
office complex 


2) Near completion of leasing arrangements for office space 
in existing WTCB 


3) The multi-purpose character of the WTCB (office space, 
exhibition hall, conference center, market center, 
resource center, World Trade Club) 


4) The international character of the bUdiding and ats 

tenant base 

-membership in WTCA linking WTC's in many countries 

=concentration of tenants involved in international 
trade, or trade related sources, 1CUCs Gero Occ aso U Ones 
and private entities 

“WTC a center for international trade shows, conferences 
and seminars 

The primary users of the facilities as well as the 

tenants of the building represent the most dynamic areas 

of the New England economy (high tech and services), 

areas which are increasingly oriented toward the 
international market. 


9. The high reputaion and proven trade record of the WTC 
partners and the backing they enjoy from the 
financial community: 
~participation in $500 million total of developmental 

projects 
SPU eCrSmincludomrenovationmotf ocraice building, 
commercial centers, residential units» marina, etc. 


Boston, Ve 2a) Gil a 439-5000 
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In addition to meeting with Japanese financial institutions, WTCB 
President John Drew and Institute Director Bob Tierney paid a 
visit to the World Trade Center Tokyo. Representatives of the 
Tokyo Center provided a tour of the facilities and explained the 
sources which are available to foreign businessmen interested in 
doing business in Japan. In addition to making a. presentation 
about the facilities and services available ‘at the Boston WIC, 
Mr. Orew and Mr. Tierney spoke with their Tokyo counterparts 
about possible future exchanges of educational programs and 
business delegations among the two centers. 


Bt isco ON CNR SE ar eee cde 
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FINANCIAL COMMITMENTS 


The Boston's delegation's trip to promote Japanese investment in new develop- 
ment in Boston has already produced results. The results begin with firm 
financial commitments of $125 million of Japanese investment funds for the aly 
of Boston. Dai-ichi Kangyo Bank, the world's largest bank, has agreed to 
jointly finance a $100 million project in the Charlestown Navy Yard. Market 
rental and condominium housing units will be built with the use of these 
funds. Nishimatsu Construction Company, a Japanese general contracting 
firm, has also committed $25 million to development at the Charlestown Navy 
Yard. 


While in Japan with the delegation, Neil St. John Raymond, President of RCC 
International, received the financial commitments from Dai-ichi Kangyo and 
Nishimatsu. He believed that the investments might have come over a period 
of time, but that "the dramatic support by the city's delegation was to 
symbolically say to the Japanese that they're very welcome to come to Boston. 
It set the tone for now and for the future. They have a tremendous amount 
of professional ability (the Japanese) and they also have a financial ability 
that other markets might not have...The type of arrangement we have made 
really isn't available, to my knowledge, in our local markets." 


Other projects in Boston may receive funding as well. The Boston Fan Piers 
developers met with Mitsubishi Trust and Banking Corporation, and Mitsui 
Bank, Ltd. to discuss potential interest in construction and financing for the 
Project. The delegation's efforts signaled to the Japanese that Boston is a 
viable and willing partner for future investments. The following letter from 
the Senior Manager of Dai-ichi Kangyo Bank is an indication that the Boston- 
Tokyo connection is indeed established. 
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THE DAI-ICHI KANGYO BANK, LTD. 


1-5, UCHISAIWAICHO 1-CHOME, CHIYODA-KU 
TOKYO, 100 JAPAN 


" YOSHITERU MURAKAMI! 
_ SENIOR MANAGING DIRECTOR 


November 22, 1986 


‘The Honorable Raymond L. Flynn 

Mayor ; 
City of Boston 

Boston City Hall, One City Hall Plaza, 

Boston, Massachusetts 02201, U.S.A. 


Dear Mayor Flynn: 

Thank you very much for sparing your precious time 
to attend the dinner on the evening of November 14th. 

Our discussion was very informative and it was 
indeed a valuable occasion for us to learn about your’ fine 
City and, four projects. 

I really appreciate your heart-felt gifts and am 
looking forward to seeing that our co-operation will lead 


to a fruitful relationship between us. 


Very truly yours, 


LM a 


¢.c. Mr. Stephen Coyle 
Director 
Boston Redevelopment Authority 
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Professor Lester Thurow (M.1.T.) 
Comments on Boston's Role 
In Bringing Dollars Back From Japan 
For Public and Private Investment 


Japan's surging trade surplus with the United States ($60+ billion, in 1986, 
accounting for one-third of our world-wide trade deficit, along with Western 
Europe's third, and the rest of the world) is an essential source of finance 
for public and private investment in this country. If not for Japan's invest- 
ment in U.S. Government securities, there would be no other recourse than 
to raise new taxes to finance the deficit. 


Public and private investment in the U.S. is attractive to Japan, with its 3% 
interest rate. Furthermore, recently modified regulations now permit Japanese 
banks to invest 25% of their assets abroad. 


Boston's growth economy is a natural location for Japanese investment. Such 
investment, public and private, helps the American economy by bringing the 
dollars back. Boston would do well to take full advantage of this immediate 

opportunity, as long as the prevailing surplus-deficit condition continues. 


Over the long run public leadership can implement long-range strategies for 
modernizing and upgrading our industry (in terms of state-of-the art technology, 
proficiency and productivity) and advancing the educational attainment and 
quality of our workers. 


America has been the leader in industry, technology, and quality of the labor 
force. In the past twenty years, however, industrial management leadership 
has been negligent, and educational standards and the quality of our labor 
force have lagged. In comparison with Japan and other modern countries, 
the United States invests a smaller share of its annual production in new 
Productive capacity, research and development. Proportionately, we now 
graduate fewer engineers and have a higher rate of illiteracy. 


Public leadership, in a long-range strategy, can establish measures and 
programs to foster improved technology and productivity in industry, as well 
as higher goals for education. In an era when Japanese wage levels equal 
those of the U.S., such a strategy would improve the competitiveness of U.S. 
exports and provide the way for reducing our trade deficit. 


In the short run, Japan must invest its dollars internationally; Boston's 
growth economy and public infrastructure needs provide a very attractive 
target for that investment. For Boston, Japanese dollars are an important 
competitive financing source for the large scale private investment oppor- 
tunities and public investment needs for the next decade. 
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BUSINESS PARTICIPANTS 


Banking, insurance, construction, architecture, and engineering firms are 
among the 48 Japanese companies that the delegation met with. Dai-ichi 
Kangyo Bank, the world's largest, Mitsui, Mitsubishi and Sanwa Banks are 
included on the delegation's meeting roster: 


Activity International 

Architectural Institute of Japan 

Asian Oceanic Securities Inc. 

Ayala International Co., Ltd. 

Bank of Boston, Tokyo Branch 

Bank of Tokyo 

Chuo Trust & Banking Co., Ltd. 

Dai-ichi Kangyo Bank, Ltd. 

Dentsu, Inc. 

Environmental Development Research, Inc. 
Environmental Planning Institute 

Fuji Bank, Ltd. 

Fujita Construction Co. 

Industrial Bank of Japan Leasing Co., Ltd. 
Industrial Bank of Japan, Ltd. 

CG anltohadceCos, aids 

Japan Economic Journal 

Japan Leasing Corporation 

Japan Regional Development Corporation 
Kajima Corporation 

Kumagai Gumi Co., Ltd. 

Mitsubishi Bank, Ltd. 

Mitsubishi Trust and Banking Corporation 
Mitsui Bank, Ltd. 

Mitsui Construction 

Mitsui Leasing & Development, Ltd. 

Mitsui Trust and Banking Co., Ltd. 
McGraw-Hill Worid News, Tokyo 

Nihon Architects Engineers and Consultants, Inc. 
Nippon Credit Bank, Ltd. 

Nippon Trust and Banking Co., Ltd. 
Nishimatsu Construction Co. 

Ohbayashi Corporation 

Orient Leasing Co., Ltd. 

Sanwa Bank 

Shimizu Construction Co., Ltd. 

Shin Nippon Air Conditioning Engineering Co., Ltd. 
Showa Leasing Co., Ltd. 

Sumitomo Bank, Ltd. 
Sumitomo Trust and Banking Co., Ltd. 
Takenaka Komuten Co., Ltd. 

Taisei Corporation 

Telford Development Corporation 
TPOnOsGiIZO8COu mL Lo. 

Toyo Trust & Banking Co., Ltd. 

Vasuda vrust) & Banking Co7, Uta. 

Yuasa & Hara Law Firm 

Zenitaka Corporation 
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JAPANESE BUSINESS CONTACTS 


ACTIVITY INTERNATIONAL 
Keisuke Muratsu 

President 

Activity International, Inc. 


ARATA ISOZAKI & ASSOCIATES 
Arata |sozaki 
Architect 


ARATA ISOZAK! ATELIER 
Makoto Shin Watanabe 


ASIAN OCEANIC SECURITIES, INC. 
F.O. Hunnewell 
President 


ASN 
Ching-Yu Chang, Ph.D MRAIC 
President, Architectural Space Network 


AYALA INTERNATIONAL 
(Hong Kong) Co., Ltd. 

Ramon B. Javellana 

Managing Director 


BANK OF BOSTON 

Kiyoshi IZumi 

Vice President & Deputy. General Manager 
Tokyo Branch 


BANK OF BOSTON 
Shigeru Kusajima 
Corporate Banking 
Tokyo Branch 


BANK OF BOSTON 

Mark E. Linehan 

Controller & Operations Manager 
Tokyo Branch 


BANK OF BOSTON 

Christopher Malone 

Vice President & Senior Manager 
International Trade & Finance Group 
Tokyo Branch 


BANK OF BOSTON 
Toshizumi Mizuno 
Corporate Banking 
Tokyo Branch 


BANK OF BOSTON 

Peter Robb 

Vice President & General Manager 
Tokyo Branch 


BANK OF BOSTON 
Haruyoshi Takeuchi 
Deputy Manager 
Correspondent Banking 
Tokyo Branch 


BANK OF BOSTON 
Yoshio Takizawa 
Vice President 
Corporate Banking 
Tokyo Branch 


BANK OF TOKYO 
Mr. Sachio Mikumo 
International Business Development Dept. 


ihHiees RUCEReOe 
Bruce Harding 
Director 


CHUG = RUST AND BANKINGECO Wa Eta: 
Mr. Kenichi. Tanami, Manager 
International Finance Dept. 


CITIBANK 
Jonathan K. Graves 
VicesPresidem tas 


Ce rinPOHS ae CO ee iD. 

A. Aoki 

Deputy Manager of 
Construction and Contraction 
Section 


Gee hrO HieaeCOm a eigme 
Kimitake Nakagawa 

Industrial Plant Section No. 2 
Industrial Plant Department 


Gre Ohman. alee 

Bin Sato 

Manager 

Industrial Plant Section No. 4 
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DAI-ICH| KANGYO BANK, LTD. 
DKB 

Jun Hirata 

Manager 

Project Finance Group 


DAI-ICHI KANGYO BANK, LTD. 

OKB 

Susumu Miyasaka 

Assist. General Manager & Group Leader 
Project Finance Group 


DAI-ICHI KANGYO BANK, LTD. 
DKB 

Yoshiteru Murakami 

Senior Managing Director 


DAI-ICHI KANGYO BANK, LTD. 
DKB 

Yutaka Toda 

General Manager 


DAI-ICHI KANGYO BANK, LTD. 
Takeji Wakasugi 

Deputy General Manager 
International Finance Division 


DELTAPOINT 

Mie Teno 

Managing Director 
Managing Consultants 


DENTSU 
Kenjiro Abe 
Manager of Account Service Group 


DENTSU INCORPORATED 
Toshihiro Fukutoku 
Account Executive 


DENTSU INCORPORATED 
Gohei Kogure 

President 

Chief Ececutive Officer 


DENTSU INCORPORATED 

Akihisa Kitamura 

Director 

Regional Culture Development Division 


ENVIRONMENTAL DEVELOPMENT 
RESEARCH INC. 

Hirotoshi Sasaki 

Director & General Manager 
Director of the Board 


ENVIRONMENTAL PLANNING INSTITUTE 
EPI 

Mr. Ogawa 

President 


ENVIRONMENTAL PLANNING INSTITUTE 
EPI 

Mr. Shokichi Goto 

Vice President 


ENVIRONMENTAL PLANNING INSTITUTE 
EP| 
Akihiro Shimoda 


THE FUJ! BANK, LTD. 
Charles W. Breer 

Area Office 

Americas International Division 


THE FUJI BANK, LTD. 
Toru Nonoyama, General Manager 
Project Finance Division 


FUJITA CORPORATION 
Hiromi Hoshi 

Manager 

Legal Office 
International Division 


FUJITA CORPORATION 
Kikuo Tomioka 

General Manager 
Administration Department 


GEORGIA DEPARTMENT OF 
INDUSTRY & TRADE 
Gerald Yingling 
Asia-Pacific Region 


HOTEL OKURA 

Noriko Ishizaki 

Sales Representative 
Marketing & Sales Division 


INDUSTRIAL BANK OF JAPAN, LTD. 
IBJ 

Tadayuki Hara 

Officer 

Business Development Dept. 


INDUSTRIAL BANK OF JAPAN, LTD. 
IBJ 

Ryozo Kijl 

Manager 

Business Development Department 


5 eh 


INDUSTRIAL BANK OF JAPAN, LTD. 


IBJ 

Okazaki Kohtaroh 
Chiyoda ku Marunouchi 
1 Chome 11-1 


INDUSTRIAL BANK OF JAPAN, LTD. 


IBJ 
Mr. Katsuto Ono, Senior Manager 
International Capital Market Div. 


INDUSTRIAL BANK OF JAPAN, LTD. 


IBJ 

Masahiro Takahashi 

Deputy General Manager 
Business Development Department 


INDUSTRIAL BANK OF JAPAN, LTD. 


IBJ 
Shuichiro Tamaki 
Business Development Department 


(BeeeeASING CO.,LTD. 
“Ryosuke Takei 

Assistant General Manager 
Interional Department 


fae EASING CO,, LTD. 
Yoshikazu Tochio 

Manager 

International Administrations Dept. 


THE JAPAN ECONOMIC JOURNAL 
Susan J. Frankel! 
Journalist 


JAPAN LEASING CORP. 
Yasuo Hiroya 

" Manager 

America's Section 
International Business Dept. 


JAPAN REGIONAL DEVELOPMENT 
CORPORATION 

Hajime Kobayashi 

Vice Director 

Planning Division 


se RO 

JAPAN EXTERNAL TRADE 
ORGANIZATION 

M. |Iwamoto 

Director 

Information Service Department 


Jon © 

JAPAN EXTERNAL TRADE 
ORGANIZATION 

Mitsuo Takii 

Assistant Director 

Overseas Research Department 

The Americas Division 


JETRO 

JAPAN EXTERNAL TRADE 
ORGANIZATION 

Shinichi Shimura 

Director, International Communication 


JOHN BURGEE ARCHITECTS with 
PHILLIP JOHNSON 

Alan |. Ritchie 

Principal 


THE JOURNAL 

Jacqueline Friedman 

Advertising Director for 

ACCJ Journal, ACCJ Directory of 
Members 

ACCJ Living in Japan 


KAJIMA CORPORATION 
Keisuke Mine 
Assistant Manager 


KAJIMA CORPORATION 
Tetsu Nishiuwatoko 
Deputy General Manager 


KAJIMA CORPORATION 
Tsuneyoshi "Neil" Shimizu 
Architects, Engineers & Contractors 


KAJIMA INTERNATIONAL INC. 
Seiji |shibashi 
Vice President 


KOWA REAL ESTATE INVESTMENT 
GOre saibe 

Takaaki Inoue 

Deputy General Manager 


KUMAGAI GUMI COT,"LED: 
Fred K. Kakural 
Director 


KUMAGAIEGUMIPCO., Llib: 
Takao Ninomiya 
Manager 


—3 4 


KUMAGALLGUMIAGO sa bho: 
Fred K. Kakurai 
Director 


KUMAGAI GUMI CO., LTD, 
Takao Ninomiya 
Manager 


KYOTO CITY GOVERNMENT 
Kiyoku Tanaka 

Director City Planning Division 
Planning Bureau 


KYORO, Clihy,OF 
Masahiko Imagawa 
Mayor 


KYO 7078 Cli 2OF 
Eiko Kameyama 
International Relations Section 


KY O10} Gleave Ol 
Morihiro Komoda 
Director 

General Affairs Bureau 


KY O07 Cl ay Se Or 
Etsuko Murata 
Secretariat of 


World Conference of Historical Cities 


KYO mOre Clip yeOl: 
Masanobu Nishimura 
Director 
Secretariat of 


World Conference of Historical Cities 


KY ©7.O;e Gilby fe 

Takashi Shimada 

Chief 

International Relations Section 
General Affairs Bureau 


Kay OniO nae lake OF 

Kiyoku Tanaka 

Director City Planning Division 
Planning Bureau 

Kyoto City Government 


KYOnOnrUNIV ERS iis 
Dr. Kazuhiro Ueta 
Associate Professor 
Faculty of Ecomonics 


MASSACHUSETTS INSTITUTE 
OF TECHNOLOGY 

Gunter Nitschke 

Theory and History of East 

Asian Architecture and Planning 


MASSPORT 
Japan Office 
Kinichi Fujino 
Director 

Japan & Far East 


Hisako Matsubara - Ph.d 
Visiting Scholar 


McGRAW-HILL WORLD NEWS 
Naoaki Usui 
Correspondent 


MERRILL LYNCH SERCURITIES COMPANY 


TOKYO BRANCH 

Mamoru Nakamura 

Vice President 

Investment Banking Division 


THE MITSUBISHI BANK, LTD. 
Jiro Dutsu 
Manager 


Project Development & Finance Division 


THE MITSUBISHI BANK, LTD. 
Yasumasa Gomi 

Chief Manager 

International Planning Division 
International Banking Group 


THE MITSUBISHI BANK, LTD. 
Takehiro Takuma 
Assistant General Manager 


Project Development & Finance Division 


Merchant Banking Group 


MITSUBISHI TRUST AND 
BANKING CORP. 

Yorishige Kondo 

Manager 

International Finance Division 


MITSUBISHI TRUST AND 
BANKING CORP. 

Akio Matsuyama 
Managing Director 


-35- 


MITSUBISHI TRUST AND 
BANKING CORP. 

Naoya Nishimura 

Chief Manager 


MITSUBISHI TRUST AND 
BANKING CORP. 

Shigeru Yoshimura 

Manager 

International Finance Division 


MITSUBISHI TRUST AND 
BANKING CORP. 
Yuichiro Yamamoto 
Manager 

Planning and Development 
Capital Markets Division 


MITSUBISHI CORPORATION 
Tadao Murata 

Overseas Sect. 

Credit Department 


MITSUI BANK 

Takekazu Amano 

General Manager 

Overseas Planning Division 


MITSUI BANK 

Yuzoh Katoh 

Senior Deputy General Manager 
America Division Headquarters 


MITSUI BANK 

Ken Goto 

Deputy General Manager 
International Division 


Mitsu BANK, LTD. 

Ichiro Miyawaki 

Senior Manager 

Business Investment Advisory Group 
Global Development Division 


Pesan CO.., LTD. 
Yoshiaki Fujiwara 

General Manager 

Business Promotion 
Corporate Planning Division 


Pot & CO., LTD. 

N. Ide 

Project Promotion Dept. 

Property and Service Business Group 


MUECS UI mG Os" ml De 
Masao |keda 
Executive Managing Director 


Migs Ui ae Oe an sie 

T. Ishibashi 

Project Promotion Dept. 

Property and Service Business Group 


Mises le Cae Owe ele) = 

Masao Sato 

Deputy General Manager 

Project Promotion Dept. 

Property and Service Business Group 


NWiidiesS ie aC Ole me ine). 
Hitoshi Suga 

Sub Manager 

Business Promotion Dept. 
Corporate Planning Division 


MITSUI CONSTRUCTION 
Kazuo Abe 

General Manager of 
International Marketing 
International Division 


MIT SUl_ CONSTRUCTION 
Takashi Kakinuma 

Project Manager 

Development & Planning Division 


MITSUI CONSTRUCTION 
Ohtsuki Masanori 


Mites UI CON SoU CaO N 

Tetsuo Yamagishi 

General Manager 

Development & Planning Division 


Mises Ui -GONS TR U Gan i@n 
Toshitaka Yoshino 
Building and Engineering 
Promoting 

International Division 


MITSUI LEASING AND 

DEV BE ORMENT = lin b= 
Kazuo Ijuin, Manager 
International Business Dept. 


—-36- 


MITSUI TRUST AND BANKING 
CO alan. 

Masaharu Kumekawa 

Manager : 

international Finance Division 


NISHIMATSU CONSTRUCTION 
COG eL. 
Isuzu Hayashi 
Generai Manager Internation Operations 


NISHIMATSU CONSTRUCTION 

COW a eubs 
Shinichi Imai 
Sr. Assist. Manager (General Affairs) 
Administration Department 
International Operations 


NISHIMATSU CONSTRUCTION 
COe miu. 

Masataka Imamura 

General Manager 


Construction and Engineering Department 


International Operations 


NISHIMATSU CONSTRUCTION 
C OFF ian 

Yasushi Kikkawa 

Executive Vice President 


NISHIMATSU CONSTRUCTION 
CO lease 

Yoichi Motohiro 

General Manager 

Marketing Department 

International Operations 


NISHIMATSU CONSTRUCTION 
COP me 

Takeshi Watanabe 

General Manager 

Administration Department 

International Operations 


NIHON ARCHITECTS, ENGINEERS & 
CONSULTANTS, INC. 

Akira Yamaki 

Director 


NIPPON CREDIT BANK, LTD. 
Yuko Fusejima 
International Finance Div. 


NIPPON CREDIT BANK, LTD. 
Katsutoshi Ishida 

Senior Manager 

International Finance Division 


NIPPON CREDIT BANK, LTD. 
Kazuhiko Kaneko 

Manager 

International Business Planning Div. 


NIPPON LIFE INSURANCE COMPANY 
Katsumi Satani 

General Manager 

Real Estate Investment 


NIPPON LIFE INSURANCE COMPANY 
Kenzo Yoshinaga 

Assistant Manager 

International Real Estate Investment 


NIPPON LIFE INSURANCE COMPANY 
Takahide (Taka) Moribe 

Manager 

International Real Estate Investment 


NIPPON LIFE INSURANCE COMPANY 
Yoshitomo Kagami 

Assistant Manager 

Real Estate Investment 


NIPPON TRUST AND BANKING 
Mr. Nakata 

General Manager 

International Finance Dept. 


NIPPON TRUST AND BANKING 
Mr. Murayama 
International Finance Dept. 


NOMURA DISPLAY CO., LTD. 
Maratake Hojima 


NOMURA RESEARCH INSTITUTE 
Yoshio Ueno 

Director 

Regional & Urban Planning Dept. 


OHBAYASHI CORPORATION 
Nobuo Kawasaki 
General Manager 
Overseas Business Division 


—3]7- 


OHBAYASHI CORPORATION 
Takeki Okamoto 
General Manager 


Overseas Planning & Development Dept. 


OHBAYASH! CORPORATION 
Takeo Shoda 
Manager 


Overseas Planning & Development Dept. 


Professional Engineer 

ORIEN CASING CO., LTD. 

Masahiro Harita ; 

Deputy General Manager & 

Manager of International 
Business Section 


PORTS AND HARBOURS BUREAU 
MINISTRY OF TRANSPORT 

Shingo Fujino 

Director General 


PRESIDENT ARCHITECTURAL 
INSTITUTE OF JAPAN 

Dr. Yoshinobu Ashihara - Architect 

Professor in Architecture 

Musashino Art University 


RISO KAGAKU CORPORATION 
M. Obuchi 

Director 

Financial & Accounting 


SANWA BANK, LTD. 
Atsushi Gondo, LL. M. 
Manager 

Project Finance 


SANWA BANK, LTD. 
Mamoru Hosoe 
Manager 


SANWA BANK LTD. 
Yukyo Kida 
Deputy General Manager 


SANWA BANK, LTD. 
Michio Komori 
Assistant Manager 


SANWA BANK, LTD. 

[kuo Moriwaki 

Assistant General Manager 
Project Finance 


SANWA BANK, LTD. 
Takehiko Noda 
Senior Manager 


SANWA BANK, LTD. 
Yoshiharu Senoue 
Deputy General Manager 
Special Assignment 


SANWA BANK, LTD. 
Kiyomu Shigemitsu 
Assistant General Manager 
Special Assignment 


SANWA BANK, LTD. 
Hideaki Yamazaki 
General Manager 
Boston Branch 


SANWA BANK, LTD. 
Teruyoshi Yasufuku 
Senior Managing Director 


SHIBAURA INTERNATIONAL, INC. 
Ichiro Murai 
President 


SHIMIZUSCONST RUG BION. COnsiscdeb: 
Masayoshi Kaneko 
General Manager 
Project Promotion Dept. 
International Division 


SHIMIZUS CONST RU GiglONSC@ wae ie 
Kiyoo Minoura 

Director 

Deputy General Manager 
Business Development & 
Marketing Division 


SHIN NIPPON AIR CONDITIONING 
ENGINEERIN GSC Oa TD 2 

Yoshio Fukushima 

Deputy General Manager 

Overseas Project Department 


SHOWAREEASING SCO at Tbe 

Masahiro Harita 

Deputy General Manager & 

Manger of International 
Business Section 


—-38- 


SHOWA LEASING CO., LTD. 
Terumi |wasaki 

General Manager , 
International Department 


SUMITOMO BANK, LTD. 
Shigehiro Hozumi 
Assistant General Manager 
Merchant Banking Dept. 


SUMITOMO BANK, LTD. 
Masatoshi Imose 

Assistant General Manager 
Merchant Banking Dept. 


SUMITOMO BANK, LTD. 

Jun Ohta 

International Banking Officer 
Merchant Banking Dept. 


THE SUMITOMO TRUST & 
BANKING CO., LTD. 
Hidehiko Asai 

Assistant Manager 

Capital Market Dept. 


THE SUMITOMO TRUST & 
BANKING CO., LTD. 

Tuk Yamada 

Assistant Manager 

Overseas Investment Team 

Real Estate Planning Department 


TAISE!] CORPORATION 
Hiroaki Shiota 
Deputy General Manager 


TAKENAKA KOMUTEN CO., LTD. 
Yasuhiro Hirata 
General Manager 


TAKENAKA KOMUTEN CO., LTD. 
Toshiyuki Matsumoto 
Manager 


TAKENAKA KOMUTEN CO., LTD. 
Kazuo Sasaki 
Assistant General Manager 


TELFORD DEVELOPMENT CORPORATION 
Mie Teno 
Director, Japan 


TOHO tE1Z02CO4 aD 
Yoshimitsu Banno 
Director, Special Events & 
Commercial Film 


TOKYO, CIiYSOFr 

Mitsuko Abe 

Chief 

Liaison and Protocol Section 


TOKYO} Cliky 40 & 
Juichi Chitose 
Inservice Training Center 


TOKYO 7.G lay tor 

Sadakazu Taniguchi 

Deputy Director General 

Cabinet Information Research Office 


TOKY OnaGin eye Cr 

Michifumi Ureshino 

Civil Engineer/Strategic Planner 
Long Term Future Planning 


TOYO TRUST & BANKING 
COmeL OF 

Tomoitsui Anzai 

Assistant General Manager 

International Finance Dept. 


TOYO TRUST & BANKING 
COV De 

Masharu Kishi 

Assistant Manager 

Real Estate Dept. 


UNIVERSITY OF TOKYO 

Prof. Sadao Watanabe 

Chairman, Dept. of Urban Engineering 
Faculty of Engineering 


WBE 

WURSTER, BERNARDI, AND 
EMMONS, INC. 

Architects & Planners 

Don Emmons 


WORLD TRADE CENTER OF 
JAPAN, INC. 

WTC 

Sensuke Igarashi 

General Manager 

International Department 


-39- 


| 


WORLD TRADE CENTER OF 
JAPAN, INC. 

WTC 

Yoshiko Imajo 


YASHIRON!I CO., LTD. 
Yoshito Yashiro 
Chairman 

Nishijin Textile Industry 


YASUDA TRUST & BANKING CO., LTD. 


Takuichiro Jo 
Assistant Manager 
International Finance Dept. 


YASUDA TRUST & BANKING CO., LTD. 


Yasukuni Takata 
International Finance Div. 


YOKOHAMA MINATO MIRAI 21 
CORPORATION 

Michio Kinoshita 

Manager 

Planning Division 


YOKOHAMA MINATO MIRAI 21 
CORPORATION 

Masayuki Sato 

Senior Executive 

Managing Director 


YOKOHAMA MINATO MIRAI 21 
CORPORATION 

Yuji Segawa 

Manager, Planning Division 


YUASA AND HARA 
Shigeru Ogiso 
Attorney at Law 


ZENITAKA CORPORATION 
Ken Goto 
Deputy General Manager 


—40- 


PP mye 


(fi 
; i 


’ 
reel) See 


a: Qaerees 


a}. cis bf 71M in 


Seats Quiol aoe 


ne < o 
é 


Ite 4 ‘ i 
Ps >" 
i 
/ 
) 
14 
= 
a e) -e 
7 oe 
i 7 
g-v 
- = 
ui an 
\ 
» . ere 
i "6 a 
é 
“; a ry ow, 
La . i] 


ie 
7 a 


ae 


é& 


Seg) Svate 
es al i i 
- 
) 7 [ 4+ne 
o mf 
4 
pouthaae 
“sink 
J 
my ue 
at { 
jt" 
4) 
‘Ba i A) ¢ 
"Sari 
a0? 
+P hk 2 
Meer yas iPS ae 


LITERATURE 


SEPEGREOSARTICEES 


Minoru Tamba, Consul General of Japan in Boston, "The Future of 
America Lies in Boston", appeared in Shokun, a Japanese monthly, 
November, 1986. 


Japan Update, "A Stronger Yen and the Japanese Economy", Autumn, 
1986. : 


Challenge, The Magazine of Economic Affairs, "Are the U.S. and Japan 
Swapping Tax Systems?", by David D. Hale, Nov./Dec., 1986. 


Lester Thurow, "The Black Hole of Economic Relations", speech delivered 
at Consulate General of Japan, Boston symposium, 1986. 


Ezra Vogel, Japan As #1: Lessons for America, "The Japanese Miracle", 


Harvard University Press, 1979. 


Morgan Guaranty Trust Company, World Financial Markets, Oct./Nov., 
1986. 


Asia Banking, "International Capital Flows: Profound changes 
observed", January, 1986. 


Center for National Policy, Washington, D.C., Pacific Basin: _Concept and 
Challenge, ‘Japan and the Pacific", 1986. 


fs 


>? 


:% >i a rie —" a, Por, 
7 7 : * : a S 
aan Wing - 
- r oe 
, P 


ru i. : 
¢ 6 : i as 8 
of, mi % - nue 
= 1 
2ag0\ Tha “Mes 


o3 (a fecal to leikeel IueneS (edn 
eviaoins ."Autebe i wet . 
ae 


uyone. ft 
‘ 


bis ney’ qs0ncd? A* aren 


= i @ 
oo 


3 30 9oieene eee 


eer Dime : 
che . ent) a “gi “myYeve Le 
2 . J 7 ri & + 
’ ; 4 “2 , e é = » ere 
ie Wel! oo ine au) 


* CA rage - 


. er a 


¢ ae 


s id atest peu 
< 
é | b Lr MAP EL 
e)( Ge 
A * 
2 é a ' ; ‘ Hew 
. » 
% ; lat Oy 
‘ap 
= 
. = 


THE FUTURE OF AMERICA LIES IN BOSTON 


Minoru Tamba 
Consul General of Japan in Boston 
(tentative translation) 


There will be many who think it unlikely, but | seriously believe the future 
of America lies in Boston. Economist Marshall Goldman of Wellesley College 
gives a lecture entitled "Massachusetts: The Japan of America" that is well 
received by students. Boston is, of course, the capital of Massachusetts, 
and the meaning of the lecture's title is that Massachusetts is playing the 
same role in the U.S. economy that Japan is playing in the world. Also, a 
Californian Professor, Peter Drucker recently published an article in 
Foreign Affairs that the economic rise of New England in recent years is a 
success story on a par with Japan, Korea and West Germany. The Consulate 
General of Japan in Boston has responsibility for precisely this area. 
Massachusetts lies at the political and economic center of New England, and 
the center of Massachusetts is Boston. 


In May of this year, | left my position as Minister in the Embassy of Japan in 
the Soviet Union and assumed the post of Consul General in Boston. The 

Boston of today is a very different place from the Boston | knew as a student 
some 20 years ago, a city which seemed to symbolize the the stagnating 

economies of the New England states. As the home ground of President Kennedy, 
Boston carried a good deal of weight in national politics, but did not match 

this in the economic arena. Boston at one time was the American center for 

the American textile, shoe, and leather industries (one is reminded of the 

Boston Bag), but the textile industry has moved to the South and shoes and 
leather have been taken over by Europe. 


Today, Boston is so built up with high-rise buildings that whereas 20 years 
ago one could see Boston Common from afar, it is now impossible. Many new 
buildings are currently under construction, reflecting the confidence which 
American investors have in Boston's future. The population of the six states 
of New England is roughly 5.5% (about 12 million) of the United States total 
population, but it produces 14% of the GNP. This share was once as low as 
5%. But beginning in the mid-1970's, New England's economy, led by the 
high tech and defense industries, began to show rapid growth, so that it is 
the healthiest in the country. National unemployment rate is around 7%; the 
New England rate is 4.5%. 


On August 29, the Boston Globe published statistics compiled by the federal 
government that place Massachusetts as the top gainer in the U.S. in wage 
increases last year. New Hampshire was second and Connecticut was third. 


According to a survey published recently by the Joint Economic Committee of 
the U.S. Congress, in the five-years since 1981, 4 New England states are 
among the 10 states with the highest economic growth rates. According to 
another study, the west coast city with the greatest number of new jobs 
expected between now and the year 2000 is Los Angeles. On the East Coast 
it is Boston. A well-known Boston economist has calculated that if New 
England were an independent country, it would rank 13th in the world in 
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GNP, coming behind India, but ahead of Mexico and Australia. Route 128, 
which runs in a semicircle around Boston, shares world fame with 
San Francisco's Silicon Valley as a High Tech Highway. 


There are a number of factors behind New England's economic comeback. 
First is the educational infrastructure. The six states of New England have 
about 260 institutions of higher learning. Greater Boston alone has 60 or 70, 
with over 250,000 students. The overall population of Greater Boston being 
roughly 2,100,000, students easily account for more than 10% of the total. 
For these reasons, although only 5.5% of the U.S. population is in New 
England, over 10% of federal funds for research flows into this region. 


The second factor in New England's economic success is venture capital. In 
the 1970's, two thirds of investments in the area of technology were 
concentrated in California and Massachusetts. These two states plus Texas 
accounted for roughly 80%. In the period 1980-83, venture capital 
investments in Massachusetts were equivalent roughly to $41 per capita, 
compared to $21 per capita in California. In the age of high technology, the 
two main requisite for success are brains and money, and clearly, Boston has 
both. 


A third factor that is often singled out in discussions of New England's 
economy is the healthy condition of the region's characteristic entrepreneurial 
spirit, the independent flair of the risk-taker. The majority of Boston's 
companies are small, over two thirds having ten or fewer employees. 
Companies with over 250 employees represent only 1% of the total. According 
to an executive at the Bank of Boston, it is the bank's policy that a decision 
to loan money can be made by just one of the bank's officers while a decision 
to refuse financing must be made jointly by two officers. 


A fourth reason for New England's economic growth is a high-quality labor 
force which receives relatively low wages. The economic slump which New 
England experienced into the 1970's resulted in the laying off from 1968-75 of 
over 250,000 persons in the manufacturing sector. This, however, turned 
out to be a plus in New England's recovery. 


A fifth reason for the resurgence of New England's economy is the relatively 
high amount of defense contracts awarded this region in comparison with the 
other states. New England's Washington delegation, particularly Senator 
Kennedy and House Speaker O'Neill, have played, it is said, quite an influ- 
ential role in bringing such contracts here. New England holds 12 or 13% of 
all U.S. defense contracts. How important the role the politicians play 
depends on whom you listen to and, in fact, | witnessed an interesting 
discussion at a recent meeting of Boston managers and congressmen when the 
topic turned to the question of what would happen when O'Neill retires. 
Also, there are Bostonians who credit Massachusetts Governor Dukakis with 
an important role in attracting industry to Massachusetts by lowering taxes 
for industry, and in other ways as well. The fact that Governor Dukakis 
was Unanimously selected as head of the 34-member Democratic Governors’ 
Association at a national meeting of state chief executives also demonstrates 
the weight of Massachusetts accorded in the entire United States. 
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Before speculating on the future of New England's prosperous economy, | 
should first_consider why the situation improved so markedly, beginning in 
the last half of the 1970's. The commonly offered explanation is that at some 
point in the 1970's there was an explosion of information which required 
processing, prompting the computer revolution which is the heart of high tech 
industry. The greatest contributor to this demand for information processing, 
according to what | have heard, was NASA. 


Regarding the future, Bostonians are bullish. There are two main streams of 
development, the first is biotechnological research (particularly in pharma- 
ceuticals, chemicals, animals and plants and energy), the second is defense 
contracts. (SDlI-related projects are expected to be important in the future. ) 


With regard to Boston itself, statistics from January through March of this 
year show that Boston-area housing costs are the highest in the nation, and 
that although Boston's Logan Airport is the tenth busiest in the nation and 
the twelfth busiest in the world (Heathrow and Narita come before Boston), 
its facilities are beginning to create a kind of bottleneck. How these 
problems are resolved will affect the future of the local economy. 


New Hampshire is the conservative exception to the rule that New England is 
traditionally a liberal region. Massachusetts is the model of this tradition, 
standing out even more today in the conservative atmosphere that embraces 
the entire nation. While over 30% of the nation's voting population is either 
Republican or supportive of the Republican Party, in Massachusetts the figure 
is 14%. Hence, the cynical nickname "People's Republic of Massachusetts". It 
is, indeed, ironic that although the liberal atmosphere and the strong 
Democratic party presence in Massachusetts is connected to the people's 
relatively negative position in the issue of military build-up, in fact, the 
regional economy depends to a great degree on the defense industry. It 
seems to be a typical case of differences between principle and reality. 
Though some academics of Harvard and MIT line up against SDI, the question 
of SDI is followed in great interest in this region which wants very much not 
to be left behind in technological research. 


In this connection, there are many Bostonians who, knowing that until 
recently | was posted as a diplomat in the Soviet Union, asked my opinion of 
the Reagan Administration's Soviet policy, of SDI, etc. When | reply that | 
think the Administration is doing well, | am more often than not given an 
expression of dissatisfaction. So recently, | have taken to saying that the 
Reagan Administration is doing very well, but that it should tone down or 
dispense with its unnecessarily provocative rhetoric. The interest in the 
Soviet Union is high, and | have received requests to speak on Japan-Soviet 
and Sino-Sovio relations from collegés all over New England. |! intend to 
speak on "Four Power Relations in Asia", including the U.S.-Japan relation- 
ship, and expect to become very busy once the new academic year begins in 
September. 


Reflecting on what | have written thus far, | do not consider pre-Copernican 
or unduly geocentric the notion that in Boston or in New England lies the 
future of the U.S. But as to whether the presence of Japanese nationals and 
companies in the area is reflective of the above realities, | believe that it is 
not. The number of Japanese citizens in the Greater Boston area that have 
reported their presence to my office is roughly 1,500. In all of New England 
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5,500 have reported. (The actual number is probably two or three times 
these figures.) The number of Japanese firms which have some presence in 
New England, including those which are carrying out manufacturing opera- 
tions, is about 90. Of these, 16 or 17 have established themselves here in 
the past year. Much remains to be done, but the Sanwa Bank has upgraded 
its Representative Office to the status of Branch Office. | take this as a 
sign that at least one corner of Japan's industrial world is aware of the 
promise of New England. 


It is also strange to me that none of the Japanese news services has a 
correspondent in New England. There is a wealth of material for news stories 
here that would be of interest to the Japanese people. Recent stories 
include, for example, the discovery in the Boston Museum of Fine Arts of the 
original blocks of some Hokusai prints; the annual Black Ships Festival in 
Newport; the opening, at the request of American parents, of a school for 
autistic children in a Boston suburb by a well-known Japanese educator of 
autistic children, Mrs. Kiyo Kitahara of Musashino Higashi Gakuen; the 
donation of cherry trees from the people of Japan to the citizens of 
Massachusetts; and the visit of the Children Ambassadors of Japan to Boston. 


There are also many stories, without any direct connection to Japan, which 
may appeal to Japanese readers. Recent examples are the electoral race 
between Joseph Kennedy (oldest son of former U.S. Attorney General Robert 
Kennedy) and James Roosevelt (grandson of President Franklin Delano 
Roosevelt) for the congressional seat being vacated by House Speaker O'Neill; 
the opposition to the opening for operation of the Seabrook nuclear power 
plant, situated on the border between Massachusetts and New Hampshire; 
MIT's highly advanced Media Laboratory, celebration of Harvard's 350th 
anniversary; and the wedding in Hyannisport of President Kennedy's 
daughter, Caroline. There was also a conference on teaching Japanese at 
Harvard recently attended attended by some 50 teachers (most of them 
Japanese) from all over New England. | sat in on some of the activities and 
felt that a creative journalist might have interviewed the participants and 
written a very interesting article. It is regrettable that no correspondent 
was there. At least there is enough material in New England to warrant an 
occasional trip by a Japanese correspondent from New York. 


The same can be said for tourism. It appears that to most Japanese tourists, 
Boston is unfortunately an unknown city. All six New England states have 
lately begun to make serious efforts to entice Japanese tourists as demon- 
strated, for example, by the fact that | had a visit recently from the Director 
of Tourism for the State of Massachusetts. The Boston area alone has, among 
its many fine museums, the Museum of Fine Arts, which is known as one of 
America's three great art museums, and whose collection of Ukiyoe is the 
largest in the world. There are numerous historical sites from the 
Revolutionary War period along Boston's Freedom Trail and in the suburbs. 
One can also tour the academic facilities of Harvard University and MIT. 
There is more than enough to happily occupy a Japanese tourist on a one or 
two-day visit to Boston. For those interested in history, Portsmouth, New 
Hampshire, the site of the peace treaty negotiations and signing which ended 
the Japanese-Russo War, is one hour north of Boston, and Newport, Rhode 
Island, the birthplace of Commodore Perry and the site of many grand 
mansions built by American millionaires, is an hour and a halfssouth. ormerae 
sports fan, there is the Boston Marathon and the Red Sox. For music lovers 
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there are the Boston Symphony Orchestra and the Boston Pops, and in 
western Massachusetts, two hours drive from Boston and three hours from 
New York, is Tanglewood, the world famous summer home of the BSO. Also, 
Great Woods, a similar outdoor performance facility, opened this summer in a 
Boston suburb, which is expected to become famous over time. Also, 
Newport, RI is the home of the Newport Jazz Festival. 


| would like to encourage Japanese travel agents also to help in spreading 
information about New England. | myself intend to cooperate. How about a 
slogan such as "Eat lobster and listen to Seiji Ozawa"? The other day, a 
Japanese who was about to depart Boston after a two-day visit made me feel 
happy when he said that Boston was like a mixture of New York and London. 
If a Japanese comes as far as New York, Boston is just a short trip away. 

Or if he visits Charlottetown on Prince Edward Island, to search out the home 
of Ann of Green Gables, he should be able to stop in Boston on his return 
Eripe 


Compared to other regions of the United States, New England's economy is 
healthy, and the people do not hold such negative feelings toward Japan due 
to trade problems. But this does not mean that we can be complacent. On 
May 21 House Speaker O'Neill gave a speech before the Greater Boston 
Chamber of Commerce which included remarks strongly critical of Japan. 
This section of his speech was printed verbatim in the May 25 Boston Globe. 
Speaker O'Neill said that Japan's trade practices vis-a-vis the U.S. were 
outrageous and implied that Japan was a protectionist pickpocket. As | have 
already mentioned, New England's economic prosperity is based on its high 
tech and defense industries, which have some reason to fear Japanese 
competition and which are dissatisfied with the lack of Japan's defense 
efforts. The conditions at present are such that one would not be surprised 
if anti-Japanese criticism should surface, even over a small matter. 


| believe it is fair to say that the large majority of Japanese are in agreement 
on the decisive importance to Japan's security and prosperity of Japan's 
relations with the United States. |, for one, am not of the opinion that the 
U.S. is always correct in its views on trade problems. It is clear however, 
that to allow our relations to deteriorate would not be in Japan's national 
interest. This means that our only course of action is to do what we can in 
the areas of trade and defense in order to reduce American frustrations and 
at the same time make efforts to influence American public opinion. As for 
how to influence the American public, | think the best way is to do whatever 
we can to nurture feelings of friendship among Americans for Japan and the 
Japanese people. Last year the U.S. had a trade deficit of $22 billion with 
Canada and trade problems with various European countries, but despite this, 
Japan is always made the scapegoat. One reason for this is that there are 
not yet enough feelings of friendship among Americans for Japan. 


In connection with American public opinion, | would like to say several things 
which have been on my mind lately. First, on the effectiveness of sister-city 
relationships. Since assuming my post in Boston | he e visited a number of 
New England communities that have sister-city relationships with cities in 
Japan, and have been pleasantly surprised by the depth and warmth of the 
feelings there for Japan. The office of Mayor MacNamara of New Britain, 
Connecticut, the sister-city of Atsugi, is filled with souvenirs and momentos 
from Japan, and the Mayor himself is studying Japanese. |! felt a similar 
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enthusiasm for Japan in other New Britainers as well. | found the same 
atmosphere in Portsmouth, N.H., the sister-city of Nichinan, and in Portland, 
Maine, the sister-city of Tokyo's Shinagawa Ward. Boston is sister-city to 
Kyoto. Across the river from Boston, Cambridge, which is the home of 
Harvard and MIT, has established a relationship with Yatabe-cho, of Tsukuba 
Science City which, among other things, actively exchanges students. 


Newport, RI, the birthplace of Commodore Perry, has a sister-city relation- 
ship with Shimoda and, beginning three years ago, has held a Black Ships 
Festival every July. At this year's festival, | attended a State Ball together 
with Ambassador Matsunaga that was hosted by the Governor of Rhode Island 
and Mrs. DiPrete. Newport, of course, is known the world over as a site of 
yacht races and many grand mansions built by American millionaires. In the 
summer tourist season, one must line up in front of each mansion for over an 
hour to tour the inside. The black tie ball hosted by the Governor was held 
in the most splendid mansion of all, Marble House. Around 300 guests were 
invited from Rhode Island's political and economic circles, and the Ambassador 
and | were personally introduced to each of them. In all, it took over an 
hour to greet and shake hands with the guests. The other Japanese in 
attendance at the festival included the mayors of Shimoda and Yokosuka, as 
well as local Japanese who had actively supported the Black Ships Festival. 
An added attraction to the festival this year was the visit to Newport Harbor 
of the Japan Maritime Self Defense Force Training Ship Katori, timed to 
coincide with the festival. (A companion ship to the Katori, the escort 
destroyer Nagatsuki, visited Boston.) |! was amazed at the number of 
American families that came to see the kite-flying contest, the bon-odori 
dancing and the fireworks display on July 26. The expenses for the kites, 
dance costumes and fireworks were covered mostly by private Japanese citizen 
groups. ! am told that the cost was several tens of millions of yen. Perhaps 
because | had been privy to such behind-the-scene stories from the festival 
organizers | was very worried, as if it were my own event, by the forecast 
of thunder showers. In the event, it did not rain, but the clouds lay thick 
and low, dimming the effectiveness of the fireworks display. |! was relieved 
that the rain held back, but was sorry that the display could not be seen in 
its fullest glory. Still, to the several thousand Americans who applauded | 
sent out a silent prayer that they would not forget this day, that they would 
be friends of Japan. | believe that if the Black Ships Festival becomes a 
permanent and famous fixture in Newport's summer calendar, it would play an 
important role in promoting U.S.-Japan friendship at the grass roots level. 
However, | must bow my head to the festival organizers, knowing the 
difficulties, beginning with fund-raising, that they face in mounting such an 
event. 


| believe that such relations have an extremely important role to play at the 
grass roots level. How would it be if most American cities were tied like the 
meshes of a net to Japanese cities. Hokkaido and Massachusetts have a 
relationship that goes back to Prof. William Clark (President of Massachusetts 
Agricultural College who helped establish what was to become Hokkaido 
University in 1876), but it is only now that there is some movement toward 
establishing a sister-state relationship. How about working to increase the 
number of formal relationships between American states and Japanese 
prefectures? 
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This year from July 3 to July 6, with special focus on July 4, a large scale 
festival, "Liberty Weekend," was held to commemorate the 100th anniversary 
of the Statue of Liberty. For this occasion over ten million tourists flocked 
into New York City, and over half the U.S. population watched the events on 
television. | also watched on television, and | was struck by the image of 
President Reagan and French President Mitterand appearing together at the 
opening ceremony. For France to be the only country to have its Chief of 
State seated with President Reagan at a ceremony that tickles the patriotism 
and focuses the attention of the American people, and for him to deliver a 
speech on that festive occasion must have given France's image in the U.S. 
an incalculable boost. Americans have the general impression of France as a 
country opposing SDI, as a country making demands on the U.S.-Soviet 
policy, and as a country being the most oppositional of European countries to 
American leadership. In particular, Americans were angered by France's 
refusal to allow passage through its airspace of American fighter planes on 
their mission in April of this year to attack Libya. President Mitterand 
appeared with President Reagan not long after | had read an article in the 
Boston Globe on how few American families were now willing to take in French 
exchange students, so | thought that the ceremony probably would help at 
least to dissipate much of America's irritation with France. As | watched the 
ceremony on television, | thought that the Statue of Liberty, which had been 
the pet project of the Alsatian sculptor, Bartholdi, and which had been 
funded by France, has today, 100 years later, come to the rescue of her 
native country in this way. We don't have to think of doing something on 
such a grand scale at one time. What is required of us is to carry out 
necessary public relation efforts bit by bit recognizing that it is in our best 
interest to deepen the U.S.-Japan friendship. 


During the period in which | was writing this essay, | had occasion to visit 
the University of Massachusetts in Amherst (William Clark was its third 
president). At this time | was shown the Lyman Collection, that for me was 
a real discovery. Benjamin Smith Lyman, who was born in Northampton, 
Massachusetts, came to Japan in 1873, roughly the same period as Clark, and 
stayed in Tokyo, Hokkaido and elsewhere for 8 years, educating young 
Japanese in geology and contributing significantly to the progress of the 
scholarly discipline of geology in Japan. During his sojourn in Japan, Lyman 
collected about 700 maps of all parts of Japan, over 1600 publications in both 
Japanese and Chinese, and other documents published at that time in Europe 
regarding Asia. This collection had been in the keeping of the Northampton 
Public Library, but the library had financial difficulties and was putting the 


Lyman Collection up for sale. In the small part of the collection | perused, | 
found Kigin Kitamura's 60-volume Kogetsu-Sho, published in 1675, and a first 
edition of the 40-volume set of the Nanso Satomi Hakken Den. |! am told that 


there are maps in the collection that cannot even be found in the National 
Diet Library. 


The people at the University of Massachusetts are concerned that if the 
University does not acquire the collection as a whole, then it will be broken 
up and sold to various parties, scattering like clouds. 


There are many items in the collection that require preservative measures. 


Some of these have recently been loaned to the University, and Japanese 
woman named Fukumi has been working on their repair. The University has 
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shown its interest in possessing and preserving the collection, but it is hard 
pressed to meet these costs, which may run over $100,000. | felt keenly that 
this was another instance where Japan could lend a hand. 


This is my third assignment in the U.S. since entering the Ministry of 
Foreign Affairs, and again | am overwhelmed by the difference of material 
wealth and richness of life between Japan and the U.S. | remember vividly 
the astonishment | experienced 24 years ago when | first set foot on American 
soil in Los Angeles. Although my astonishment has lessened somewhat today, 
the overall wealth still sets me to thinking. 1! cannot avoid the conclusion 
that such statistics as GNP and per capita income are grossly misleading. 
What overwhelms me even today among other things is the great wealth in the 
nation's infrastructure, such as the highways and public parks. When one 
goes for a long drive, he can see how much unused land resources are lying 
fallow. One senses an unlimited reserve of strength. | have heard that 
there are Japanese today who have become intoxicated with Japan's economic 
success and have become arrogant in our relations with the United States. 
These people are seriously out of touch with reality. It is true that Japanese 
can only be proud of what they have done in transforming their country from 
the war-scorched land it was in 1945 to the Japan of today. However, 
although we have caught up on GNP per capita, we must recognize the sizable 
differential in national power and resources between our two countries. 


The place of Japan in America today is very different compared to what it 
once was. | remember well the shock | experienced 24 years ago at searching 
in the first New York Times | had ever bought and not finding one mention 
of Japan. Today, even though it may not be enough, America's most 
influential newspaper publishes articles on Japan virtually every day. One is 
also surprised at the extent to which Japanese cuisine has entered American 
life. Sashimi is on the menu of a Boston seafood restaurant | ate at recently. 
Soy sauce is available at all supermarkets, and very fresh fish is available at 
many of them. This was unheard of 10 years ago, to say nothing of 20 years 
ago. Boston has over 20 Japanese restaurants. The difference between 
Japanese restaurants in Europe and in the United States is that in Europe the 
clientele is mostly Japanese, while in America, it is largely American. If a 
Japanese in America has a dinner party and doesn't serve Japanese food to 
his American guests, they will go home disappointed. 


In the America of 10 years ago, when | was posted at the Japanese Embassy 
in Washington, the memory of Vietnam and Watergate was still fresh, and the 
wounds still clearly visible. This was a time when the Carter Administration 
vowed to reduce the American military presence in South Korea. This 
reduction was eventually carried out, along with the withdrawal of American 
troops from Thailand. There was irritation at the support that Cuba gave to 
the Soviet Union in Angola and other parts of Africa, as well as toward 
Panama, which was demanding the return of the Panama Canal. 


This was an America that had to line up at gas stations for up to an hour as 
a result of the second oil crisis, an America that took the insult of the 
Iranian hostage crisis. The America of today is a different place. It has, on 
the whole, recovered its optimism and its strength. | believe that Americans 
have put the Vietnam era behind them. This is evidenced by such things as 
a recent Vietnam veteran's parade in Chicago, a movement in Boston to erect 
a memorial to Vietnam veterans in one of Boston's parks, and the popular 
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movie "Top Gun," the hero of which is young navy pilot. Both of these 
would have unthinkable ten years ago. The fact that the Grenada invasion 
and U.S. actions vis-a-vis Libya were generally applauded by the American 
people should be taken into consideration in speculating on future trends in 
U.S. diplomacy. It is my strong impression that the power of the U.S. 
presidency, wounded and weakened as it was by Vietnam, Watergate and the 
lranian hostage crisis, has been considerably restored. 


It is said that the main feature of the Reagan Administration is the institu- 
tionalization of the conservative movement (the influence of the conservatives 
will extend well beyond the Reagan presidency as their numbers become 
permanently fixed in the bureaucracy and the courts). But even more 
remarkable is the overall conservatism in the country at large. The attitude 
of the populace regarding pornography, homosexuality and abortion is, 
strangely enough, generally consistent with the degree of conservatism in the 
federal government, as well as the general public. Now Americans are coming 
to view these issues with an increasingly strict attitude. The cover story of 
Newsweek some weeks ago, entitled "The Party is Over" depicted the end of 
the era of Playboy magazine. Now American society is taking a hard look at 
homosexuals, who themselves have been hard hit by AIDS. 


On the other hand, although America as a nation has become more optimistic, 
it suffers from certain problems which make the outsider want to cover his 
eyes. During my assignment in Washington 10 years ago, | was negatively 
impressed by the quality of American labor. Today the situation is worse. 
The state of education and the problem with drugs is very serious. On the 
issue of education, the New York Times of August 31 reported that, 
according to the results of a certain survey, one of three college or junior 
college graduates could not correctly answer the question "How much change 
would you get back if you paid $3.00 for a $1.95 sandwich and a $.60 bowl of 
soup?" | found this extremely difficult to believe, but seeing that the Times 
went so far as to give the correct answer of $.45, my sense of disbelief was 
somewhat shaken. The problem of drug abuse is the most discussed social 
issue in America today. The Times of September 2 reported the results of a 
joint public opinion survey carried out with CBS; there has been a rapid 
increase in the number of Americans who believe that the issue of drug abuse 
is more serious than the issue of war and peace, or unemployment and/or 
other economic problems. President Reagan recently took a urinalysis to show 
that he had not taken any drugs, and voice his opinion that all federal 
employees should be required to take a similar exam. There was disagreement 
with this opinion as an invasion of privacy, but 70% of those interviewed on 
the above-mentioned survey found the idea of testing acceptable. On the 
evening of September 2, CBS broadcast a 2-hour special warning the 
American public of the horrors of drug abuse. 


America! What has happened to you? From the bottom of my heart, | want 
this great country, as a world leader and as a leader of the free world, to be 
strong and healthy. For over 200 years America has inspired the dreams ae 
people all over the world as the country of hope. !t may be that the social 
troubles suffered by the U.S. today are a kind of indigestion from the 
nation's swallowing of immigrants from all corners of the world. [fathniseisesd. 
these troubles come, in a sense, from America's greatness. In this sense | 
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feel an unbounded sympathy for this country which has taken onto itself such 
a burden. It is my deepest hope that Americans will successfully tackle these 


problems. 
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Economy 


A STRONGER YEN AND 
THE JAPANESE ECONOMY 


agreement triggered a process 

of adjustment in currency values 
toward a stronger yen and a weaker 
dollar. This process has accelerated 
since the beginning of this year as the 
slowdown in the U.S. economy has be- 
come increasingly evident. The value 
_ of the yen against the dollar has risen 
by over 40% in just seven months and 
the exchange rate has now reached 
the vicinity of ¥170 to the dollar com- 
pared with about ¥240 before the G-5 
agreement in September. 

Japan's exports. which had already 
shown signs of leveling off in the July- 
September quarter of last year, shifted 
to a downward trend in quantitative 
terms in the October-December quar- 
ter mainly as a result of the yen’s rapid 
appreciation. This was followed by a 
stagnancy in industrial production in 
the January-March quarter of this year. 
These developments have led to 
increasing pessimism regarding the fu- 
ture prospects for Japan's economic 
performance. 

At the same time, however, crude 
oil prices have continued to fail since 
the end of last year: oil-exporting coun- 
tries are still unable to agree on 
production cutbacks, and the price has 
now fallen to one-half of last year's lev- 
el of $28 per barrel. This drop has 
meant improved terms of trade for 
Japan and other oil-importing coun- 
tries and has also led to a worldwide 
lowering of interest rates, factors that 
would support the Japanese economy. 

The following comments represent 
an analysis of the prospects for the 


L ast September's Group of Five 


Japanese economy in fiscal 1986 (April 
1986 to March 1987), taking into 
account the implications of the appre- 
ciation of the yen and the decline in 
crude oil prices. both of which have 
occurred more rapidly than was 
anticipated. 


The Domestic Economy Under 
a Stronger Yen and Lower Oil 
Prices 


The rise of the yen should have a 
negative impact in the form of reduced 
earnings and export volumes for 
exporters and a weaker position for 
domestic industries competing with 
imported goods. On the positive side, 
the stronger yen, combined with the 
downturn in oil prices. should reduce 
the cost of imports. and thus stabilize 
prices. thereby improving real 
purchasing power. 


The Negative Impact 

What then will happen to Japan's 
economy in fiscal 1986? Let us first look 
at the negative impact of the yen’s ap- 
preciation on the Japanese economy. 
Exporters have been forced to mark 
up their dollar prices in order to cover 
the decline in yen-based receipts. The 
result should be a decline in export 
volume. Gross national product statis- 
tics already showed a downward trend 
in real exports in the July-September 
quarter of last year as a result of 
income-related factors in other coun- 
tries, including the deceleration of the 
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American economy and economic ad- 
justments in China. With the continued 
strength of the yen. this trend is likely 
to persist through the middle of fiscai 
1986: over the course of the fiscal year 
as a whole exports are seen dropping 
3.1% in real terms. 

Import volume will be up, mean- 
while, because of lower yen-based 
prices. Real imports have shown a 
gradual upturn since the beginning of 
this calendar year. and an increase of 
2.0% is. likely during fiscal 1986. The 
results will be a massive 20.4% drop in 
net exports, which should cause to 
push down the real economic growth 
rate by 0.9%. 

The decrease in export volume wiil 
have a negative impact on the cor- 
porate sector. The resultant slowdown 
in production, together with stagnant 
earnings, will put the brakes 
on capital spending by export indus- 
tries. Industrial production growth has 
been sluggish since last summer 
reflecting the slowdown in exports. 
This trend became more marked dur- 
ing the second haif of fiscal 1985 and 
the rate of increase for fiscal 1986 is 
expected to amount to a mere 0.4%. 

Capital spending should be sup- 
ported by strength in outlays for 
research and development of new 
products as the manufacturing sector 
strives to cope with the effects of the 
high yen. Growth in investment is aiso 
Projected for the nonmanufacturing 
sector: the electric and gas utilities will 
make yovernment-encouraged _ in- 
creases in their capital outlays. and 
investment by the service industries 


JAPAN UPDATE/ AUTUMN 1986 13 


should benefit from the recovery in 
household expenditure described 
below. In the aggregate. however. the 
growth of capital spending will be 
seriously affected by the export slump 
and will inevitably show a dramatic 
downturn. After two years of double- 
digit growth. the rate of increase is 
expected to fail to 4.9% in fiscal 1986. 


The Positive Impact 

Next let us look at the positive 
effects of the rising yen and falling oil 
prices. which have operated through 
domestic price mechanisms. The 
appreciation of the yen caused a 
21.5% year-to-year decline in yen 
based import prices during the second 
half of fiscal 1985. This downward 
trend has strengthened since the 
spring of this year with the arrival of 
shipments of cheaper oil in significant 
quantities. The average decline during 
fiscal 1986 is likely to be nearly 30%. 
There will be a time lag before lower 
import prices lead to declines at the 
finished-product level. since a high 
proportion of Japan's imports consist 
of raw materials and intermediate 
goods. So far. however. japan s price 
mechanisms. including wages. have 


functioned comparatively well. and 
scheduled reductions in charges for 
public utilities. such as gas and electri- 
city. suggest that cheaper imports can 
be reflected in a decline in domestic 
prices. The outlook for fiscal 1986 is 
thus virtually inflation-free. with whole- 
sale prices falling by 7.4% and con- 
sumer prices rising by only 1.0%. 

The final consumers of the house- 


hold sector stand to benefit the most. 


from this price stability. The lack of 
inflation and the slump in production 
and corporate earnings have held this 
spring's wage increases to just over 
4%. a lower level than last year. Even 
after adding in bonuses and overtime. 
nominal income is unlikely to increase 
significantly. But the stability of prices 
will mean a larger increase in real in- 
come. Though it is difficult to gauge the 
impact of this increase in advance since 
the benefits are only manifested 
through actual consumption. it should 
have a positive effect on spending 
behavior. 

A lower expected rate of inflation 
and a rise in the real value of financial 
assets can also be expected to exert 
some upward pressure on the propen- 
sity to consume. On this basis. it is 


anticipated that the growth rate of 
private-sector final consumption will 
recover to 3.6% in fiscal 1986 after two 
consecutive years at just over 2%. 

Moreover. a 4.1% increase in 
private-sector housing investment is 
forecast thanks to the lowering of 
interest on rates'on housing loans. the 
expansion of tax incentives for home 
acquisition, and the relaxation of 
zoning standards. This increase will 
occur despite the continuing impact of 
structural factors. such as the gap 
between the purchase price of housing 
and annual incomes and the fact that 
the number of housing units exceeds 
the number of households. 


The Overall Impact 

What then will be the overall effect 
of a stronger yen and cheaper oil 
prices on the japanese economy? AS 
we have seen. the yens appreciation 


-will have both positive and negative 


effects. It is feared. however, that the 
latter will be stronger than the former 
for the time being, with particularly 
serious implications during the first half 
of the fiscal year. Despite severe fiscal 
constraints. the government has 
increased the budget for public works 


Outlook for Real Gross National Expenditure (1980 Prices) 


cepa ett NET ne gate ee a th eo i ae ee 


(% change from the previous year! 


Fiscal Year 1984 (Estimate) (Prospect) 

Demand component 1985 1986 
Private final consumption expenditures: 26 dee 30 
Private housing investment 0.4 34 4 
Private equipment investment 10.9 13.5 49 
Increases in private inventories 86.0 - 79 - 10.3 
Government final consumption expenditures 2a3 2.4 2.0 
Public fixed capital formation - 30 - 63 On 
Net exports of goods and services 49.2 DNS - 20.4 

(Exports) 15 8 JES - 3| 

(Imports) 10.0 - 16 2:0 
Gross national expenditure (real) 5 @ 4 29 
iDomestic demand) { 3.8) | 38) (39 
Gross national expenditure {nominal) fay if 0.0 aa 
Wholesale price index 2 - 29 ay. 
Consumer price index go i) |i) 
Mining and manufacturing production index 99 3 8 4 
GNP deflator ie) h3 (9 


Note: |984 figures are based on Annual Report on National Accounts 
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Economic Planning Agency 


and is bringing public works contracts 
forward to the first haif. There is the 
possibility ofa supplementary budget 
to provide for additional measures 
later in the year. but if this is excluded 
from the equation for the time being, it 
appears that overall public spending 
will rise by 3.9% in fiscal 1986, includ- 
ing a 6.7% increase in public capital 
formation. . 

In contrast to a projected increase 
in the contribution of domestic 
demand to the real economic growth 
rate from 3.6% (estimated) in fiscal 
1985 to 3.8% in fiscal 1986, the con- 
tribution of external demand is expect- 
ed to fall from 0.8% to —0.9% for the 
reasons outlined above. On this basis, 
it seems inevitable that the growth rate 
will fall from 4.4% to 2.9%. Looking just 
- at fiscal 1986, itis unlikely that the posi- 
tive effects of a stronger yen and falling 
oil prices will fully compensate for the 


negative impact of the appreciation of - 


the Japanese currency. However, price 
stability is expected to _ bring 
widespread increases in real income in 
the second half of the year, and this 
should be clearly manifested in the 
form of increased private-sector 
expenditure. This is the basis for the 
prediction of a 3%-4% annual increase 
in domestic demand. 


The recent dramatic upsurge in the 
value of the yen was triggered with the 
aim of correcting Japan's massive trade 


and current account surpluses. Atten- 
tion is now focusing on the degree to 
which the realignment rectifies these 
imbalances, a question that relates 
also to the outlook for the value of the 
yen described below. 


Turning first to exports, dollar- 
based export prices have risen by 
about 17.3% in the six months to 
March in response to the appreciating 
yen. This represents 53% of the total 
movement in the value of the yen, a 
considerably smaller ratio than during 
the last period of yen strength in 1978. 
when about 70% of the increase in the 
yen’s value was passed on in the form 
of higher dollar export prices. This is 
partly due to the existence of substan- 
tial forward exchange contracts dating 
from .last September, which have 
reduced the need for price rises in the 
interim. The basic factor. however, is 
thought to be the difficulty of raising 
prices in the face of the global disinfla- 
tionary trend, the slowdown in world 
trade, and the growing international 
competitiveness of the newly industri- 


 alizing countries. 


This trend is expected to continue in 
fiscal 1986, with export prices rising by 
an average of around 13% over the 
year and only 50% of the yen’s appre- 
ciation being passed on to importers. 
Even so. this double-digit increase in 
export prices is bound to cause a major 
adjustment in export volume. In fact 
there has already been a quarterly 
decrease of almost 5% in the January- 
March quarter. The downturn over the 
whole of fiscal 1986 is expected to 
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reach around 7.8% 

The abrupt drop in oil prices is also 
likely to contribute to a decline in 
Japanese exports: sales to the Middle 
East have not been clouded by trade 
strife, but they will now be limited by 
the region's lessened capacity to 
absorb imports. 

In light of these factors. it is 
predicted that the value of Japans 
exports will grow only 3.3% in fiscal 
1986. Furthermore. growth on a value 
basis, caused by the reverse |-curve 
effect of the appreciation of the yen. is 
expected to peak some time during the 
first half of the fiscal year. followed by a 
gradual decline during the second haif 
as the effect of volume adjustment trig- 
gered by the appreciation of the yen 
becomes ascendant. 


On the import side. doilar prices 
have been tending to weaken since last 
year and have decreased sharply since 
the arrival of cheap crude oil ship- 
ments in March. On the assumption 
that the oil prices will recover to some 
extent toward the end of the year due 
to probable coordinated production 
cutbacks by oil exporting countries. 
the average price for the year is esti- 
mated at about $17 per barrel 'C.1.F ). 
Other commodity prices are also 
expected to weaken, with doilar-oasea 
import prices falling by 10.5% and ven- 
based import prices plunging adout 
30% in fiscal 1986. 

Import volume increased only 
gradually during the second haif of fis- 
cal 1985 despite the strengthening of 
the yen. This is because of the 
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predominance of raw materials and 
fuels in Japan's import structure. which 
means that the price elasticity of 
imports is considerably weaker than 
income elasticity. 

In addition to the lower prices 
caused by strengthening of the yen. 
the expansion of domestic demand 
should result in a gradual rise in the 
import growth rate from now on, 
resulting in a 4.1% increase in volume 
over the whole of fiscal i986. 
However, the value of imports is 
expected to fall by 7.2% over the year 
due to the huge decline in prices. 

Among the categories in which 
increases are predicted are manufac- 
tured products. including intermediate 
goods. Declifting price competitive 
ness is leading some exporters to pro- 
cure parts from overseas sources 
rather than domestic suppliers in an 
attempt to reduce costs. 


The Current Account 

These developments together 
should lead to a $14.7 billion increase 
in Japan's trade surplus. from $61.6 bik 
lion in fiscal 1985 to $76.2 billion in fis- 
cal 1986. Lower oil prices will account 


for over $11 billion of this increase. 
with most of the remainder deriving 
from the effects of the reverse |-curve 
during the first haif of the year. In yen 
terms, incidentally, this translates into 
a decrease in the surplus of aimost 
¥400 billion. 

Meanwhile, the overall deficit in 
invisible trade is likely to drop from 
$4.8 billion in fiscal 1985 to $3.0 billion, 
despite predicted increases in the 
travel account deficit due to increased 
overseas travel in the wake of a 
stronger yen. The main cause of the 
improvement will be a dramatic in- 
crease in net overseas assets. which 
should yield a major expansion in net 
investment income receipts despite 
lower interest rates. 

The current account surplus is 
therefore expected to expand from 
$55.1 billion to $71.0 billion. an in- 
crease of $15.9 billion. As a share of 
nominal GNP, however, this repre- 
sents a decrease, albeit slight. from 
3.8% to 3.7% and is seen as the sign of 
a change in the underlying growth 
trend of Japan's savings surplus since 
the early 1980s. 

With regard to Japan-U.S. trade. the 


Outlook for Balance of Payments (IMF Basis) 


(Unit: U.S. Dollar Million) 


Fiscal Year (Preliminary) (Prospect) 

Item NONE hoe. ee Weed e 1986 
Current Balance , 55.069 71.000 
Trade Balance niin) yatriuven - o ywliawbeel O1b642) Po ? — 76,200 — 
_Exports (growth rate} 160396012) ine 16659901373) 
Imports (growth rate} E20 ee) eee at 20.6 ine) 
Services ee cae ee TE 

Receipts iy ite Ph hiitea iD LON, 47.500 
_ Payments yee Z 51.842 © 50.500 
Transfers tar - | 810 - 2,200 
Long-term Capital — 73,137 - 77.980 

Domestic Capital OPP) OD, 101 900 

Foreign Capital 19.185 237920 
Basic Balance - 18,068 — 6.980 
Short-term Capital - | 398 =12793() 
Errors and Omissions 33 Koh iy () 
Overall Balance - 15,599 -9910 


Note: 1984 and 1985 figures are based on 
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Balance of Payments Monthly Bank ot Japan 
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reverse |-curve effect will probably 
cause Japan's export surplus to expand 
by $4 billion in fiscal 1986 to $47.3 
billion (customs clearance basisi. 
However, the surplus should begin tc 
shrink during the second half of the 
fiscal year. 
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As stated above. the fiscal 1986 cur- 
rent account surplus is expected to 
exceed $70 billion. The extent to which 
this will flow back overseas in the form 
of a deficit in the long-term capital 
account will have a key bearing on 
future movements in the yen exchange 
rate. 
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Let us consider first the movements 
of Japanese capital outflow in the long- 
term capital account. The bulk of the 
flows in this category relate to portfolio 
investment. which can be subdivided 
into yen-funded investment and that 
funded by borrowing .in foreign 
currencies. 

tis yen-funded investment that has 
a bearing on exchange-rate trenas. 
Nonfinancial corporations are among 
the groups involved in this type of 
investment. The pace of investment bv 
this group is expected to decline some- 
what. however, due to the impact of 
foreign-exchange losses stemming 
from the recent appreciation of the 
yen, as well as of the slump in 
corporate income. 

The situation for institutional inves- 
tors is rather different. The regulations 
concerning investment in overseas 
bonds by institutional investors were 
partially relaxed last spring. enabling 
life insurance companies. for example 
to undertake additional investment 
substantially in excess of $!0 billion. 
Institutional investors have ajlso 
suffered book losses on their overseas 
portfolios. but because of the paucity 
of good investment opportunities 
within Japan they are expected to 
continue to increase thetr holdings of 
foreign securities. 

In addition to these basic tactors 
the continuing appreciation of the ven 
will lead to an increase in the amount of 
foreign-currency bonds that can be 


purchased with the same yen invest- 
ment. The efforts that have been made 
to strengthen the primary market for 
samurai bonds shouid also contribute 
to the expansion of yen-funded invest- 
ment in foreign securities. 

With regard to investment funded 
by foreign-currency borrowing, mean- 
while, the flattening of the dollar yield 
curve and the feeling that interest rates 
have bottomed out leave little hope for 
significant capital gains. This wiil proba~ 
bly mean that this type of investment 


will decline compared with fiscal 1985. 


although stil remaining at a high level. 

In the nonportfolio category. a 
stronger yen should accelerate the 
growth trend of direct investment as 
overseas production increases. The 
overall outlook is for an increase in the 
outflow of Japanese capital from just 
over $90 billion in fiscal 1985 to more 
than $100 billion in fiscal 1986. 

On the inflow side, a cycle of profit- 
taking sales of Japanese equities by 
foreign investors taking advantage of 
the appreciation of the yen has been 
completed and they have become net 
buyers since February of this year in 
response. to the perception that 
Japanese stocks are undervalued rela- 
tive to foreign stocks and have lagged 
behind world trends. 

There was a rapid upsurge in 
foreigners’ investment in japanese 
bonds during the October-December 
quarter of last year when the yen ap- 
preciated substantially. However, the 
pace of this influx has tended to be 
somewhat siower since the beginning 
of this year. 

The steady inflow of foreign capital 
into Japanese stocks and bonds is likely 
to continue during fiscal 1986. reflect- 
ing bullish stock price trends in 
response to the accommodative mone- 
tary policy and anticipation of further 
increases in the value of the yen. 

Foreign bond issues by Japanese 
corporations have meanwhile been 
growing apace and now make up the 
main part of the inflow of foreign capi- 
tal into Japan. During the first half of fis- 
cal 1985 growth in this area was led 
mainly by currency-swap bonds: in the 
second half the focus shifted to bonds 
with warrants. after approval was 
granted for their sale to domestic 
Japanese investors. One factor that 
contributed to the increase in these 
foreign bond issues. however, was the 


aggressive purchasing by domestic 
investors of ‘sushi bonds’ issued 
abroad by Japanese corporations but 
targeted at the domestic market. 
Japanese investors seeking profitable 
investment opportunities bought 
these bonds to get around the limits on 
their acquisition of bonds issued by for- 
eign entities. 

On a net basis the volume of bond 
issues abroad during fiscal 1986 is 
likely to be somewhat lower than in fis- 
cal 1985 due to the low demand for 
funds in the corporate sector, the shift 
of funds into the domestic primary 
bond market that is now being 
strengthened. and a slump in ‘sushi 
bond"’ transactions. 

In view of these developments in 
the main categories. it is predicted that 
the inflow of foreign capital into Japan 
will increase from just over $19 billion 
in fiscal 1985 to more than $20 billion in 
fiscal 1986. 

These trends in the movement of 
foreign and domestic capital will prob- 
ably cause the deficit in the long-term 
capital account to expand from slightly 
over $73 billion in fiscal 1985 to $78 bil- 
lion in fiscal 1986. On this basis. the 
deficit in the basic account will be 
reduced from $18 billion in fiscal 1985 
to $7 billion in fiscal 1986. This total. 
however, includes the aforementioned 
foreign-currency-funded investment. 
which does not directly affect the 
foreign exchange market. If this item is 
excluded, the predicted deficit in the 
fiscal 1986 long-term capital account 
becomes much smailer, and in effec- 
tive terms the basic account records a 
major surplus of around $13 billion. 


J ROCs Bacon s Kole 

The basic balance surplus in effec- 
tive terms means that the spontaneous 
outflow of long-term capital will not be 
sufficient to cause the entire current 
account surplus to flow back out of 
Japan. The remainder will translate 
into a dollar surplus, which will in turn 
contribute to the appreciation of the 
yen. 

In addition to these supply-ana- 
demand factors, the future movement 
of the yen exchange rate will also be 
affected by political factors. Despite 
the appreciation that has already 
occurred in the value of the yen. japan 
is likely to face continuing pressure 
from abroad for further increases in 
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the value of its currency because of the 
slow pace of improvements in Japan s 
external trade imbalances. 

The yen is therefore expected to 
follow a predominantly upward trend 
during fiscal 1986, accompanied by 
occasional temporary surges. The 
average value for the year should be 
around ¥170 to the doilar, compared 
with ¥22 1.09 for fiscal 1985. 


In fiscal 1986, the Japanese econo- 
my wiil be in a process of gradual tran- 
sition away from export-dependent 
growth toward growth led by domestic 
demand under a strengthening yen 
and failing crude oil prices. The short- 
term policy priorities in this environ- 
ment will be the reinforcement of the 
adjustment functions of price mechan- 
isms in order to ensure that a stronger 
yen, declining oil prices, and lower in- 
terest rates lead to the expansion of 
domestic demand. 

Japan's massive current account 
surplus has now reached critical 
proportions from the viewpoint of the 
harmonious expansion of worid trade. 
and in the medium- to long-term per- 
spective, there is an urgent need for 
the formulation of a program for action 
based on a fundamental recognition of 
the fact that the time has come for a 


major transformation in japans 
economic and social structures. 
Ace 
IB 
Pao 
Tokyo Financial Review \Vol |! Noo june 
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The answer to the first question 
is sul evolving. As a result of 
lobbying pressure from the United 
States for more stimulative eco- 
nomic policies, the Japanese gov- 
ernment is considering numerous 
personal tax changes. including the 
introduction of larger tax allow- 
ances for mortgage payments. in- 
creased taxation of savings, and 
lower marginal tax rates on ordi- 
nary income. Most of these propos- 
als would tend to lower the savings 
rate. Given Japan's concern about 
the aging of its population, though, 
it is doubtful that the final package 
will produce a significant reduction 
in the personal savings rate. There 
may instead be porttolio realign- 
ment among Japanese savings in- 
struments because of increased tax- 
ation of hitherto tax-exempt ve- 
hicles. such as postal savings ac- 
counts, and reduced taxation of or- 
dinary income. If this is the case. 
Japanese companies in the next dec- 
ade could enjoy the benetit of more 
generous depreciation allowances 
and lower nominal corporate tax 
rates as Well as continued access to 
low-cost capital in both the equity 
and bond markets. 

The oudook for U.S. personal 
savings. by contrast. is more uncer- 
tain. At Hirst glance. both congres- 
sional tax reform bills appear likely 
to have a positive effecton personal 
savings and to lower US. interest 
rates. Under the reformed code. 
the top personar tax rate on all in- 
come would be nearly halved. the 
deductabiltty of nonmortgage in- 
terest pay ments would be curtailed, 
and the value of all tax deductions 
would be compressed by the large 
decline in nominal tax rates 

What remains to be seen. 
though. is whether savings will rise 
bs enough to produce a drop in the 
U.S. economy's equilibrium level 
ot interest rates larger than the de- 
cline ineffective returns on invest 
ment resulting trom the corporate 


tax changes. While the retorm leg- 
islation tries to achieve such a bal- 
ance, many commentators have ex- 
aggerated its potential effect on 
interest rates by tailing to distin- 
guish between nominal tax rates 
and effective tax rates. 


Savines behavior 


The average marginal tax rate on 
U.S. personal income ts already 
about 27 percent: tax reform will 
probably push it into the 24-25 per- 
cent range, a much smaller decline 
than is implied by the changes in 
nominal tax rates. Consumers also 
may choose to substitute increased 
mortgage borrowing tor other 
torms of leverage in order to main- 
tain large interest deductions and 
low savings cates. Finally. after 
many vears of debate. itis still un- 
clear whether Americans are target 
Savers OF incentive savers. 

The tact that the personal sav- 
ings rate has declined since 1981 
despite large declines tn nominal 
tax rates and record high real inter- 
est rates suggests thal most Amert- 
euns save tn order to achieve a re- 
tirement income target. The post- 
198t experience does not mean that 
individuals are totally insensitive to 
changes tn taxation of real asset re- 
turns. but itedoes imply that it will 
take very large changes in both to 
alter sayings behavior Since a 
vreat deal of US investment tn- 
come ts already sheltered by 401- 
K. PRA. and other tax-deterred sav - 
ings programs. Wo4s not clear that 
etlective tax rates on such tncome 
will decline by enough to produce a 
major rise in the savings rate 

Corporations. meanwhile. actu- 
Ally disinvest from their pension 
tunds alter large rises in financial 
asset prices tn order fo) prevent 
themselves trom) becoming over- 
tunded and attracting the attention 
of euders The introduction ot a 
New fax system in which corporate 


tax rates will be 33 percent while 
personal tax rates decline to 27 per- 
cent also could encourage firms to 
increase dividend payout ratios and 
thus reduce the amount of retained 
earnings available for financing 
new investment. 

Given all the uncertainties 
which surround savings behavior 
and the fact that etfective tax rates 
are declining by much less than 
nominal tax rates, it is possible that 
US. tax retorm will have only a 
modest effect on personal savings 
If savings rise only a little. tax re- 
form will leave the U.S. corporate 
sector with a higher cost of capital 
than Japan as well as a higher after- 
tax cost of investment than pre- 
vatled during the first half of the 
1980s. Under such circumstances. 
U.S. interest rates would still de- 
cline, but more because of falling 
investment than increased savings 

While such a development 
sounds ominous tor US. industry. 
it could be offset by two other fae- 
Corrs ene (US. 0G ceil! 
achteve larger productivity gains in 
the future despite a lower level ot 
investment it tax reform: encour- 
ages more efficient resource alloca- 
tion, The problem. of course. ts 
quantifying such vains. Second. in 
a world with increasing capital mo- 
bility. itty not clear that domestic 
savings and capital costs will be as 
important determinants of invest 
ment expenditures in the tuture as 
they were previously [nh fact. the 
most interesting question posed by 
today’s movement Coward world: 
wide financial integration ty wheth- 
er countries can stl have autono- 
mous CAN policies 


Capital mobili 


In most industrial Countries today, 
private mvestors enjox tar more 
freedom of movement indeplosing 
their funds than at any time since 
World War UP Exchange controls 


were prevalent in most tndusteral 
countries during the [950s and 
were not uncommon after that. In 
the past decade. though. there has 
been a steady international pro- 
gression toward both domestic and 
external financial liberalization. 
Starting with the United States in 
the mid 1970s. Britain in 1979, and 
Japan more recently. 

Except for U.S. attempts to off- 
set the growth-retarding etfects of 
protectionism during the 1920s 
with heavy purchases of foreign 
bonds. the current period ts the first 
time since [914 that there have 
been large movements of private 
portfolio capital between the major 
industrial nations. Until recently. 
transnational investment consisted 
primarily of official aid, direct ex- 
penditures on plant and equipment, 
or Eurodollar bank lending. which 
was largely a recycling of OPEC's 
payments surpluses. Stock markets 
and bond markets were not impor- 
tant conduits tor capital Hows: pen- 
ston tunds. which now account for 
20 to 30 percent of gross savings in 
many countries. were typtcalls 
limited to domestic tnvesting 

Financial deregulation. as well 
as developments in computer and 
communications technology. have 
created anew global framework tor 
capital mobility more akin to the 
1th century British Empire and tts 
tinancial appendages (Argentina 
and the United States) than any - 
thing Which we have so tar expert 
enced in the politically turultuocs 
20th century 

Some economists, such as Mar- 
tin Feldstein. correctly, point: out 
thatcapital flows had little etteeton 
the ,avings and investment behav- 
ior of mayor industrial nations dur- 
ing the 1960s and 1970s, but there 
are three major problems with us- 
ing the histon of the 1970s as a 
tramework for analyzing the cur- 
rent period 

¢ First. global tinanctal tiberal- 
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KEYNOTE SPEECHES 


The Black Hole of Economic Reiations 
Lester Thurow 
Professor of Economics, M.1.T. 


Last night when Consul General Taniguchi was briefing ail the speakers, he.said we should not be 
diplomats. [ am not about to be a diplomat. I’m going to start with two caveats that are the only 
diplomacy that I will offer this morning. That is, when we are talking about this set of economic rela- 
tionships it is important to keep in mind that there are other countries in the world, and Japan and 
the United States are not precisely mirror images of each other. 

Last year, Germany, on a per capita basis, had a trade surplus which is as big as that of Japan. 
Canada, on a per capita basis, had a bilateral surplus with the United States which is twice that of 
Japan. But to a great extent the first largest economy in the world and the second largest economy 
are mirror images of each other, and when fundamental things happen in either one of them there’s 
got to be some automatic adjustment mechanism in the other. What I want to argue to you today Is 
that the American trade deficit, or the Japanese trade surplus—and | think you ought to think of 
them as synonyms, they’re just different words for describing to some very substantial extent exactly 
the same thing—that that deficit or that surplus ought to be thought of as if it were the economist’s 
equivalent of the astronomer’s black hole. It is going to completely twist and shape Japanese- 
American relationships in the future. 

Now, if you have a real black hole, the closer you get to it the harder it is to get away from it and 
when you once get in it the entire nature of matter is changed. In fact, atoms are pushed incredibly 
close together, which is what changes the nature of matter. And what I want to argue to you is that 
our trade deficit or the Japanese trade surplus is the equivalent of that black hole and it’s going to be 
twisting and shaping and pushing us together in ways that probably neither one of us is going to-like 
on either side. 

Now, I[’ll come back in a little while and talk about how we created that black hole. The basic 
moral of the story will be that it takes two to tango. The black hole was created by some actions in the 
United States and some actions in Japan that it would have been better if neither one of us had taken, 
but they, in fact, have now been taken and we’re going to have to cope with that black hole. 

Let’s think a minute about the character of the black hole. In the long run we know basically that 
major industrial countries have to have a rough balance in their balance of payments. If you go back 
and look at the last time when that was true, which was in the early 1980s, in the late 1970s we had an 
exchange rate of 180 yen to the doilar. In the early 1980s the United States had a rough balance In its 
balance of payments, Japan had a rough balance.in its balance of payments. Japan had an $11 bil- 
lion bilateral trade surplus with the United States, but that’s basically irrelevant in a world where 
both countries are approximately in overall balance. If you loak at the events that have happened 
since the late 1970s and ask where would we have to go to get back to that rough balance, | think the 
answer is we would have to go to places which are almost unimaginable in terms of the changes that 
they will require in both the American and Japanese economies. 

Let me give several examples of that. Let’s start and think about what the exchange rate between 
the yen and the dollar would have to be to get a rough balance in those two economies. Weil, as | 
mentioned, in the late 1970s 180 yen to the dollar seemed to be approximately right. That’s about 
where it is at the moment: actually it was 176 yen to the dollar when [ checked my morning .Vew 
York Times. The problem, however, is that since the late 1970s, between 1978 and the end of 1985, 
there has been 40 percentage points more inflation in the United States than there has been in 
Japan, and if you look at manufacturing productivity growth rates there has been 13 percentage 
points more growth in productivity in manufacturing in Japan than there has been in the United 
States. Now, if you put those two things together it basically means that just to get back to the 
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relative production costs that you would have had in the late 1970s you would have to have a 
further 53% appreciation in the value of the yen and that would give you an exchange rate of 
approximately 100 yen to the doilar. 

Now, let’s look at it from another point of view—that of net creditors and net debtors. In the 
late 1970’s the United States was the world’s largest net creditor. As late as the end of 1982 we had 
$147 billion worth of net foreign assets, and the earnings on those assets basically meant the 
United States could run a permanent trade deficit because it could finance 14% of its imports 
based on the earnings it got on those net foreign assets. But, since late 1982 we’ve completely 
changed the parameters of that debtor-creditor relationship. 

The United States spent its $147 billion worth of foreign assets by about May |, 1985. Now, 
you’ ll remember that May | is May Day and ‘may day’ has two meanings. We should have thought 
about it in the nautical sense of ‘mayday’—but as of now we have something like $100 billion 
worth of net foreign debts. Now, what that means if you think about it in the long run is that any 
country that has net foreign debts eventually has to have a net balance of payment trade surplus 
because it has to earn the money to pay the interest on its international debts. On the other hand, 
over this period of time Japan has very rapidly displaced the United States and has become the 
world’s largest net creditor nation. | don’t know what the exact number would be at the moment, 
the last time I saw a newspaper article about it Japan had essentially $90 billion worth of net 
credits; but let’s say at the moment Japan has something like $110 or 120 billion worth of net 
foreign assets upon which it will be paid interest and dividends. Any country, in the long run, that 
is a net creditor nation receiving interest in dividends has to run a balance of trade deficit. 

And so if you think of what we’ve done over the last five years we had a world where Japan 
could run a trade surplus and the United States could run a trade deficit and it was all in balance. 
We are creating a worid where the United States will have to run a trade surplus and Japan will 
have to run a trade deficit. That’s not a matter of economic theory, that’s a simple matter of 
financial arithmetic. If you build up large net credits, and expect to carn interest on those assets, 
the rest of the world can only pay interest if you have a trading deficit. The longer that black hole 
exists, the large American trade deficit and the large Japanese trade surplus, the bigger and more 
powerful it gets. And it’s important to understand that this particular black hole is expanding very, 
very rapidly because the United States with a trade deficit of $150 billion a year is basically 
borrowing $150 billion a year to finance that trade deficit. And we’re also violating what some 
people would cail the first commandment of a Swiss banker: never lend money to people who have 
to borrow money to pay interest. 

Since the United States is also borrowing money to pay interest on those debts, the United 
States’ international debt rises very rapidly under the current trajectory, and in just two years it will 
be $400 billion. Now if you think about an 8% interest rate in acountry with $250 billion worth of 
net foreign debt, it basically owes $20 billion worth of interest to the rest of the world, and io pay 
that interest to the rest of the world it will have to have a $20 billion trade surplus. On the other 
hand, if a country has $250 billion worth of net foreign assets, it will earn $20 billion worth of 
interest, and to be paid that $20 billion worth of interest it has to have a $20 billion trade deficit. 
And the problem is the longer the current situation goes on, the bigger the ultimate changes that 
have to be made in the exchange rate to get the right surpluses and deficits. 

For example, at the moment—and I’m now using the American methods of calculation because 
they give slightly different numbers than the Japanese numbers—Japan had a $60 billion trade 
surplus, $50 billion of which was with the United States. Japan, however, is a net creditor nation 
with about $100 billion worth of net assets. If you ask what kind of a trading balance Japan would 
have had to have in 1985 to be in balance, it would basically have had to have a trade deficit of $10 
billion. And so you’re talking of going from a trade surplus of $60 billion to a trade deficit of $10 
billion and then you can sit down and pull out of your pocket whatever econometric equation you 
like as to how much exchange rates would have to change to bring that about. But it once again 
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. brings you right back to this calculation that you would have to have a yen to dollar value of some- 
thing like 100 yen to the dollar. 

Now, if anything, that’s an understatement for two reasons, and its important to understand 
these two reasons. The first is that Latin America has been a traditional place where the United 
States had an export trade surplus. Because all of Latin America is essentially in debt and broke, 
the United States in the foreseeable future will not have an export trade surplus to Latin America. 
In fact, because of its debts, Latin America has to have an export trade surplus to the rest of the 
world to pay interest to the rest of the world. And, of course, if the United States has to move from 
deficit to surplus, and it doesn’t get any of its surpluses out of Latin America where it traditionally 
has gotten them, then it’s got to have a bigger surplus with the rest of the worid. 

The second thing that leads in the same direction is, paradoxically, the price of oil. In a 
consumer price index sense, a falling price of oil is universally good for everybody who imports oil. 
But if you look at it in a balance of payments sense, Japan essentially imports 100% of its oil and 
failing oil prices are going to make the balance of payments surplus this year very big. And a very 
big balance of payments surplus means that you are very rapidly becoming a net creditor nation, 
which means in the future you’ve got to have that trade deficit. 

The fail in oil prices won’t do very much for the American balance of payments for two reasons. 
First of all, we only import 35% of our oil; 65% is domestically produced. But, more importantly, 
most American production is high cost production. So, as the price of oil goes down, we’re going 
to be shutting down American wells—we’re already doing that—and as we shut down American 
weils the percentage of imported oil is going to go up very rapidly. So if you look at the total 
amount we spend on imported oil, it is not going to go down anywhere near as fast as the price of 
imported oil goes down. And, of course, in Japan you get a double benefit on oil because it’s 
denominated in doilars, and if the doilar’s falling, oil prices fall very dramatically in the Japanese 
case. And so if you put both of those things together, what you’ve got is a very dramatic change in 
the value of the yen to the dollar. Now, that has consequences. Sometimes when we’re talking 
about economics we throw numbers around like $150 billion trade deficit. And, even those of us 
that live in big countries like Japan and the United States find it difficult to comprehend numbers 
like that. , 

Let me see if I can make that number comprehensible so that we can really think about it. We’re 
used to talking about trade deficits or trade surpluses but kind of $5 - 10 billion type items. Its 
important to understand that $150 billion trade deficit or a $60 - 80 billion trade surplus is 
qualitatively different from the kinds of things we’ve been talking about in the past because its 
magnitude is so big it affects the entire economy and everybody’s standard of living in that econ- 
omy. In the United States it takes one million people one year to product $40 billion worth of 
goods and services. So a $150 billion trade deficit basically reflects the annual work of almost four 
million Americans. Now, if you look at that $150 billion trade deficit, about $50 billion is with 
Japan, $50 billion with Europe and Canada, and $50 billion with the rest of the world. When that 
trade deficit ends, and we all know that at some point it has to end, what that means is that those 
four million jobs have to be reallocated around the world. A million and a third jobs basicaily have 
to be moved from Japan to the United States, a million and a third jobs from Canada and Europe 
to the United States, and a million and a third jobs from the rest of the world to the United States. 
And that’s just to get back to balance in the American balance of payments. But, if the United 
States owes $250 billion worth of international debt and the interest rate is 8%, getting back to 
balance isn’t good enough. The United States has to have a $20 billion surpius every year to pay 
interest on those international debts. So the longer you wait in terms of solving this fundamental 
imbalance problem, the bigger the human microeconomic changes are that are going to have to 
occur in the economy. 

Now, if you think of those kinds of changes between Japan and the United States, that basically 
means whole industries have to go out of business because they lose their export market in the rest 


-62- 


of the world. The more Japan builds up its net creditor position, the more true it is in the longer 
run that it will have to make major changes in its industrial structure back in Japan. 

In the United States we will see the effects, not so much in losing jobs, because we’ll, in fact, 
gain jobs, but what it will mean to us is a very noticeable change in our standard of living. A 
country that gets to borrow $150 billion and import $150 billion worth of goods and services that it 
doesn’t pay for has a consumption standard of living above its production standard of living. In 
1985 our consumption standard of living was about 3% higher than our production standard of 
living. If we lost the $150 billion trade deficit, our standard of living would go down by about 3 
percentage points. Now, depending on how much interest we have to start paying and how long 
this process goes on, the standard of living drop gets bigger. Every $40 billion worth of interest 
owed on international debt essentially reflects an extra 1 percentage point worth of drop in the 
average American standard of living. Now, 3 or 4 percent may not sound like a lot to you, but do 
you know how much average American incomes have gone down in the biggest recession we've 
had since WWII? Weil, about a percent and a half. So you’re talking about something in terms of 
magnitude, right at this moment, which is three or four times as large as the largest recessions in 
terms of affecting peopile’s standard of living, and if you let it go on three or four years more 
you’re talking about changes that get bigger at a very rapid rate as time goes on. 

Now, the probiem in both of our economies, of course, is that we are building these fundamen- 
tal things literally into bricks and mortar, into dedicated capacity. Whole industries are being built 
in Japan to service the export market. Whole industries are being taken out of existence in the 
United States. Let me give you an example. If you want Co see the painfulness of this process go out 
and look at the American wheat farmer. American wheat farmers traditionally have exported 60% 
of their output. At the value of the doilar that has occurred over the past four or five years they 
have been rapidly losing those export markets, and some of that loss in export markets is probably 
permanent even when the dollar goes down. But, the problem, of course, in the wheat belt is not 
just that you have to drive wheat farmers out of business by making them go broke, you also have 
to drive the land out of business. And so land values have to fall very dramatically because some 
land basically has to become worthless land and have a price that corresponds to being worthless 
land. So you get these very dramatic changes in asset values. 

For example, the Kansas City Federal Reserve Board announced the other day that in its district, 
which is the heart of the farm belt, farm land prices were down 44%. Think about if that was hap- 
pening to you, the value of all your assets were down by 44%. And that’s a phony number because 
many banks aren’t selling farms because they know they’re not worth much and if they really 
closed the farms they foreclosed on, the fallin the value of the land would be even greater than that 
measured fall of 44%. 

Those are very fundamental changes that both of our economies face in the future and what 
we’ve got at the moment is like matter very rapidly falling into that black hole. This year, our 
balance of trade deficit may be slightly smaller than it was last year because of falling oil prices, but 
we are still plunging into debt at rapid rates. The Japanese balance of trade surplus, because of 
failing oil prices, will be much bigger in 1986 than it was in 1985, which means that Japan is becom- 
ing the world’s largest net creditor at a very rapid rate. And at some point those activities have real 
consequences, not just in financial markets but real consequences down there in the bowels of our 
economy. 

People talk often about how if we want to make the economy work you’ve got [o have some 
macroeconomic consistency between the big economies of the world. If you ask yourself how we 
created this black hole, it’s partly been created because we didn’t have that macroeconomic consis- 
tency. In the early 1980s we in the United States were fighting inflation with high interest rates and 
a recession—21 - 22% interest rates. Germany and Japan were finding other techniques for fight- 
ing inflation, other than high interest rates, and so interest rates were 5 or 6% in Germany and 
Japan. Now, with that kind of interest differential it doesn’t take a genius to know that you're 
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the rate that we are adding debt, and so nobody knows how those parameters work out. | would 
argue to you, however, that just like we have the FDIC, Federal Deposit Insurance Corporation, to 
deal with runs on the bank, I would think it would be a positive step if our two governments got 
together and essentially arranged an international FDIC contingency loan in case there’s a run on 
the American bank. Because if the private investors decide not to lend the United States its $150 
billion then we would be in a position where if the governments didn’t do it we would have a very 
nasty short-run shock to everybody’s economy and [ guess | have a general proposition that 
arranging those things ahead of time is better than arranging them in a crisis after they’ve 
occurred. 

Now, one final comment. [ would argue to you that we are at a point now where we were 
between 1945 and 1955 in terms of building international trading relationships. The 1950’s were a 
decade of institution building. We built the GATT, the IMF, the World Bank, the trading rounds. 
A whole set of things were built that have served the world weil, both the United States and J apan. 
But it’s now a little bit like shifting from horse and buggy to automobiles. You have a set of roads 
and a set of driving regulations. You then invent the automobile and you need a new set of roads 
and a new set of driving regulations. I think the world’s trading system has outgrown its driving 
regulations and its roads. I’m told that in the State of Massachusetts when automobiles were first 
invented, a law said that at night when you drive your automobile somebody had to walk in front 
of you with a lantern. Weil, that rather vitiates the effectiveness of an automobile at night. 

Some of the same things exist in the international world where we’re both involved. Take the 
IMF and international debt problems. The IMF was not created to solve third world debt 
problems. It was invented to solve temporary balance of payments problems between wealthy 
industrial countries. It has one and only one arrow in its quiver: austerity. Raise taxes, cut 
spending, lower your standard of living, and import less. That’s the only recommendation the 
IMF can give. That might. be perfectly appropriate if you’re dealing with temporary balance of 
payments problems between wealthy industrial countries, but it’s not appropriate if you’ re dealing 
with Mexico where both of us have big bank loans, and it’s a 30-year problem. You’ve gota 
country that couldn’t pay its loans at $35 oil and surely can’t pay them at $15 oil. We’re going to 
need some institution to basically sit down and do loss allocation. There are some huge losses out 
there and far better to allocate them and handle them ahead of time than to wait for a crisis and 
have to do it in that crisis context. As the first and second largest economies in the world [ would 
suggest to you that we are the only people who can do it. 

Finally, I think that there are a whole set of rules of the road that we in Japan and the United 
States have to get very clear about what a level playing field is. American private firms always talk 
about a level playing field. Now we all know what they mean by that; it’s a field upon which | 
always win. You know, I have never lost a fair fight in my life. Every fight I lose in unfair. The 
problem is that we, even on a bilateral basis, between Japan and the United States, have never sat 
down in the context of the modern world and said what is a fair set of playing rules for both sides. 
What each side can do. The problem, of course, is that Americans think that a fair set of playing 
rules is the rules that Americans play by, and the Japanese think that a fair set of playing rules is 
the rules that Japan plays by and we’re going to have to agree on acommon set of rules that won’t 
be either one of our playing rules. And I think if we don’t do that very quickly, were going to drive 
ourselves apart very rapidly. 

For example, just yesterday, the courts found the Japanese chipmakers guilty of dumping. Now, 
if you read that in the American papers you think, ‘‘My heavens, those Japanese are criminals. 
They have been found guilty of violating American law.’’ Which of course, they have. On the 
other hand, if you look at the law, it is the world’s screwiest law because dumping in American 
regulations is not what economists mean by dumping. Economists mean by dumping that you sell 
products in the United States at less than you sell them in Japan. But, sometime in the early 1970's 
we passed a law that defined dumping very differently. Under American law, dumping is now 
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defined as selling a product at less than fully allocated cost, plus 10% for overhead that you can’t 
find, plus an 8% rate of return on sales. Think about that. The other day I checked the Fortune 
$00 list and thirteen of the fifteen largest firms in America can be found guilty of dumping on that 
definition because none of them make an 8% rate of return on sales, which is part of the American 
legal definition of dumping. 

On the other hand, if you look in Japan, not so much at legal regulations because Japan is a 
non-legal society, but at what I wouid call social organization to keep American chipmakers out of 
a Japanese market when they were the predominant producers in the beginning of that product’s 
life cycle. From an American point of view that’s just as unfair. The problem is neither one of 
these unfairnesses is anything we’ve jointly agreed on. We have no jointly agreed definition of 
dumping. We have no jointly agreed definition upon how much tender loving care you can give [to 
your high-tech new industries. And [ would argue to you that it’s terribly important that we do 
that because we may end up in a black hole where we’re very close together and we don’t like each 
other very much if we don’t work out those kind of trading rules. 

Now, I’ll remind you of two things that I think are worth thinking about and they essentially 
come out of the Mexican experience. We teach many things in economics, some of which are true 
and some of which don’t seem to be true. But one of the things we teach in economics that doesn’t 
seem to be true is when people borrow a lot of money they eventually become so risky that the 
interest rate they have to pay goes up and the world sees the risk and this is a very slow process of 
rationing that risky borrower out of the market. Go back and look at the sequence on Mexico. On 
August 13, 1982 Mexico could not borrow a dime at any interest rate. In the week and a half prior 
to August 13, 1982 Mexico borrowed $1.5 billion from a Texas syndicate of banks at the standard 
interest rate, 300 basis points over the London interbank borrowing rate. There was no hint in the 
worid’s financial markets that the lending was about to stop. I urge us to think about that in the 
current context. 

Secondly, what is the standard thing that everybody says about Mexico and its banks today? We 
say, ‘‘those banks were foolish to have lent all that money.’’ And what do we say about Mexico? 
‘Mexicans were foolish to have borrowed ali that money.’’ If you’re talking about Japanese- 
American relationships [ suspect that in 5-10 years the standard, conventional wisdom will be, 
‘the United States was foolish to have borrowed all that money and Japan was foolish to have lent 
them ail that money.’’ 
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ll 
The Japanese Challenge: The Japanese Miracle 


Japanese shipbuilding companies, in the wake of the oil crisis, 
to operate at much less than capacity, buc even then Japan 
outdid Europe and America combined, for it produced about 
fifty percent of the world’s shipping tonnage. 

In 1958 Japan produced fewer than one hundred thousand 
passenger cars, and through the early 1970s Volkswagen was 
the major foreign car exporter to the United States. Soon 
thereafter Toyota's and then Nissan's (Datsun) American sales 
surpassed the German manufacturer. By 1978 Volkswagen was 
replaced by Honda, which became the third largest automobile 
exporter to the United States. During 1977 Japan exported 
over four and one-half million cars, while America exported 
only a small fraction of thac number. Japan sold almost two 
million cars in America, while about fifteen thousand Amer- 
ican-produced cars were sold in Japan. If market forces alone 
were operating, Japanese car exports would have increased 
substantially in 1978, buc Japan chose to restrain its exports 
artificially to avoid political repercussions in Europe and 
America. 

The effort to explain these Japanese successes as a result 
of cheap labor is out-of-date, for by 1978 with devaluation of 
the dollar, Japanese wages were slightly higher chan those in 
the United Srates.* If anything, modernization of facilities and 
productivity increases are more important in explaining Jap- 
anese superiority. Economist Dale Jorgenson surveyed various 
factors in industrial production and concluded that on the 
average the modernity of technology used in Japanese manu- 
facturing had edged past the United States by 1973. In 1975 
one Japanese worker could produce abour one thousand En- 
glish pounds worth of cars every nine days, whereas at Britain's 
Leyland Motors, to produce the same value a worker took 


* Since changes in dollar values do noc always reflect changes in yen 
values, dollar values throughout che book are calculated ac 180 yen per 
doliar, the approximate exchange race in October 1978. 
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forty-seven days. In 1976 none of the mayor European car 
producers (Fiat, Renault, or Volkswagen) was able to produce 
as many as twenty cars per man-year of labor, but Nissan 
employees produced forty-two cars. per man-year and Toyota 
turned out forty-nine. In 1962 the Japanese produced roughly 
one hundred tons of steel per worker, compared to four hun- 
dred in England; but by 1974 Japanese productivity in steel 
was estimated to be two to three times that of England. By 
1976 a typical Japanese worker in a ball-bearing factory pro- 
duced about three and one-half times as much as a worker in 
RHP, the leading English manufacturer. 

In several mayor fields such as computers, industrial chem- 
icals. and film, Americans are still more successful than their 
Japanese counterparts, and in these fields Japan sull protects its 
industries. In computers Japan already constitutes the most 
serious challenge to IBM and other multinationals of American 
origin, and Japanese-made computers are already gaining an 
increasing share of their domestic market while their protec- 
tionism declines. In copying machines, Japanese market share is 
growing rapidly. America is clearly superior in military and 
nuclear technology, although Japanese technology has im- 
proved so rapidly that Japan and the United States are now 
engaged in large joint research projects. The Japanese have at 
least temporarily given up their effort to manufacture large 
airplanes, partly because of pressure from the United States to 
buy American planes and ease the trade imbalance. Nonethe- 
less, many parts for American planes are produced in Japan. 

One measure of Japanese and American competitiveness 
is in the trade balance. America’s trade imbalance with Japan 
approached ten billion dollars a year by the late 1970s with few 
signs of abatement despite dollar devaluation and political 
pressure. But if anything the imbalance understates Japanese 
industrial competitiveness, for much of America’s exports are 
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pany. For example, these six companies, to say nothing of other 
large Japanese trading companies, conduct over half the two- 
way trade between the United Scaces and Japan. Because of 
their superior information and contacts around the world, a 
sizable portion of international trade not involving Japan is 
now channeled through these large trading firms. 

Japanese investment in the United States already exceeds 
American investment in Japan and is growing at a much more 
rapid rate as more Japanese companies establish plants and 
purchase stocks and property in the United States. 

Stagnation has been a serious problem in most modern 
countries, and both the American and Japanese governments 
are reluctant to stimulate their economies substantially for fear 
of inflation. In the wake of the oil shock of 1973 the Japanese 
government erred by overstimulating the economy, leading to 
a very high rate of inflation for over a year. Except for this 
brief period, however, in recent years Japan has not only 
maintained a higher growth rate than the United States but has 
kept its increase in wholesale price index lower. 

During the 1950s, economic success was partly at the 
expense of the Japanese consumer, and the social infrastructure 
for wage raises lagged behind growth and productivity in- 
creases. However, in recent years per capita income and own- 
ership of consumer goods have grown about as fast as the gross 
national product and therefore far more rapidly than in other 
countries. So striking has been the growth in consumer pur- 
chasing power that foreigners in Japan now have difficulty 
maintaining the standard of living of their Japanese counter- 
parts without special allowances, and Japanese in America 
consider luxury goods and restaurants very moderate in price. 
There are many ways to calculate personal income, but if one 
includes subsidized housing, by 1978 Japanese wages had 
already surpassed American levels and are conunuing to grow 
at a faster rate. To be sure, sewage systems are not yet universal 
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and house size and car ownership still lag behind the United 
States although the gaps are narrowing. The retail distribution 
sector 1s not as efhcient as America’s and prices are high by 
international standards. Using conventional price indices, Jap- 
anese wages as of 1978 still buy less, but the average Japanese 
spends less than public rates on housing and uses less beef and 
other products that are high priced on these indices. Japanese 
lead the world in household diffusion of television sets (espe- 
cially color sets) and cameras In possession of videotape 
recorders, Japanese consumers are substantially ahead of the 
United States not only in percentage but in absolute numbers 
of owners. The quality of ski equipment on an average Japa- 
nese ski slope compares favorably with the equipment on the 
most exclusive ski slopes of Europe or America. Although some 
may disagree with the subjective judgment thar qualiry of 
clothing 1n Japan 1s superior, on average, to that in the United 
States, there 1s widespread agreement that the variety and 
quanury of sports uniforms, clothing for weddings and other 
ceremonial parties, company wear, and casual wear exceed that 
of any other population, probably by a substantial margin. If 
anything, the Japanese maintain their belongings in a better 
state of repair than do Americans. 

Transportauion and communication systems within Japan 
are rapidly pulling ahead of their Western counterparts. With 
short distances Japanese use fewer airplanes than Americans, 
bur in rail transport the Shinkansen bullet train route from 
Tokyo to Kyoto, opened in 1964, is more rapid and comfor- 
table than anything the United States is currently considering 
even on the most heavily traveled routes, although in 1977 
America purchased some of this fifteen-year-old technology. 
This line has already been extended to Fukuoka in the southern 
island and, though delayed by objections to the noise, is being 
extended toward the very northern up of the main island. 
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cannot compare with that of most Europeans. Buc given that 
virtually no Japanese knew English in 1945, the progress of 
Japanese in learning a foreign language within a generation has 
perhaps been umique among large nations, and the progress 
conunues. 

It has often been noted by foreign observers that the 
Japanese absorb an extraordinary amount of factual informa- 
tion for entrance examinations at the high school and university 
level. Despite sometimes intense cramming, Japanese adults 
retain an unusual eagerness for data on topics as diverse as 
international affairs, politics, history, science, and the arts. Al- 
though one or two countries rank ahead of Japan in readership 
of daily newspapers, if one combines readership of books, 
magazines, and newspapers, Japan is clearly ahead of any other 
country. Whether, as some foreigners would argue, the pro- 
grams of the two national TV channels, NHK and NHK 
Educational Television, are qualitatively superior to public 
network programs in other countries is difficult to evaluate, but 
they are in any case outstanding. Through the major dailies, 
the ordinary Japanese reading public gets a breadth of infor- 
mation about basic world developments that compares favor- 
ably wich the best of foreign newspapers. 

With an industrial ourput which has now surpassed that of 
the Soviet Union concentrated in such a small area, the Jap- 
anese have confronted a most severe pollution problem. Since 
the early 1970s when the problem gained prominent attention, 
the Japanese have responded with pioneering techniques now 
being studied by Americans seeking new solutions to their 
pollution problems. The standards for pollution control for 
new plants and the amount spent on pollution control by the 
mid-1970s surpassed that of any other country. By the lace 1970s 
the most serious sources of pollution had been substanually 
reduced; for example, American and European auto manufac- 
turers had to make special appeals cto be allowed to sell new 
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cars in Japan for they did not meet Japanese standards for 
emission, which by the late 1970s were the most rigorous in 
the world. 

The Japanese national health insurance program does not 
offer high benefits by Western European standards. However, 
an observer in Japan is impressed that people seem lively and 
wear their age well, chat obesity and debilitating illnesses seem 
uncommon. These impressions are supported by the statistical 
data that is available. By the mid-1970s Japan had the lowest 
infanc mortality rate of any country in the world. Perhaps the 
best overall measure of a nation’s health system is the longevity 
of the population. In 1955 Japan's average life expectancy was 
over four years shorter than America’s. By 1967 Japan's aver- 
age life expectancy surpassed America’s, and in 1977 it sur- 
passed Sweden's, to become the longest of any nation in the 
world. 

The question of satisfaction with life requires more 
subjective judgments. If one looks at international public opin- 
ion data on complacency and self-satisfaction, the Japanese 
rank low. They seem to have aspirations for betterment as high 
or higher than any country in the world. But foreigners who 
observe the Japanese in public commonly conclude that in a 
sense of involvement in purposeful activity, of dignity in 
performing their work role, and of pride in personal appear- 
ance, the Japanese rank very high. Ic is tempting to dismiss the 
Japanese as automotons who know nothing but work. Accord- 
ing to the 1977 International Labor Organization Yearbook of 
Labor Statistics, in 1976 the average American work week was 
40.0 hours and Japan’s average work week was 40.2 hours. If 
one took full account of unreported overtime, a typical Japa- 
nese may work an average of three or four more hours a week, 
but even then the coral work week is in the range of Western 
European countries. Those who have observed Japanese fami- 
lies and other groups in private have concluded that in zest 
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business have illicit intimacy are not uncommon. Such facile 
attempts to explain Japanese success may ease American anx- 
iety about our performance, but not only are they unfair to 
the Japanese bur they blind us from learning about Japanese 
success and condemn us to falling further behind. 

Japan has serious problems aside from crowding. Its uni- 
versities are generally mediocre, discrimination against Koreans 
and the descendants of Tokugawa-period outcasts (burakumin) 
widespread, defensiveness against foreign contamination re- 
lentless, government bumbling in planning projects such as 
Narita airport sometimes distressing, and big business treatment 
of public complaints often arrogant. Since the focus of this 
book is not on a rounded picture of Japan but on practices 
potentially useful for Americans wanting to improve our coun- 
try, such problems will be considered in detail only where 
relevant to the question of whether these problems are essential 
parts of instirutions we might want to borrow. The insticutions 
that follow were chosen because they are crucial for under- 
standing overall Japanese success and because they could be 
models that America would do well to emulate. 
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Table 1 
Dollar exchange rates 


Percent change 
in dollar trom 


Nov _ Feb 1980 

ice 255 aver- 

1986° 1985 age 
Japan ios —38 —28 
Canada 1.39 —!1 18 
Germany 2.01 —42 ct 
France 6.59 —38 56 
United Kingdom 1.43 —26 63 
italy 1393 —35 63 
Brazil 14.10 257 26504 
Mexico 857 B26 3634 
Korea 864 Za 42 
Taiwan 36.30 —8 1 
Hong Kong 7.80 0 57 


‘Units per dollar, except dollars per pound 
for the United Kingdom. 


World Financial Markets 


Morgan Guaranty Trust Company of New York 


The dollar's decline: mission accomplished? 


Having retraced part of its late-Oc- 
tober run-up in the exchange mar- 
kets, the dollar in mid-November 
stands 38% lower against the yen 
and 42% lower against the mark 
than at its zenith in early 1985 (see 
Table 1). The scale and speed of 
this dollar decline is unmatched in 
major currency experience since 
World War Il. Its effects are slowly 
beginning to show in Japanese and 
German trade volumes. In January- 
October, Japan’s ‘export volume 
slipped marginally below year- 
earlier levels, but its import volume, 
excluding gold, rose 6%. In Janu- 
ary-September, Germany's exports 
still were up minimally in volume 
terms, but its imports increased 
about 5%, including substantially 
increased purchases from Japan 
consistent with the newfound attrac- 
tions of the German market for Jap- 
anese exporters. Even so, both Ja- 
pan and Germany are seeing their 
overall trade surpluses continue to 
widen in dollar terms. 

Narrowing of the U.S. trade deficit 
likewise is both modest and slow, 
whether judged. in relation to the 
overall figures (see Chart 1) or the 
key bilateral sensitivities. Although 
the August and September figures 
came in well below the exception- 
ally high figure for July, the cumula- 
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tive trade deficit for the first nine 
months of 1986 reached $170 billion 
at an annual rate on the CIF valua- 
tion (as initially reported), substan- 
tially exceeding the $140 billion re- 
ported at the same point in 1985. 
Bilateral trade with Japan alone has 
accounted for about one-third of 
this years red ink, Total U.S. ex- 
ports showed no gain, either in vol- 
ume or value, during the first nine 
months of this year over the same 
months of 1985. But total U.S. im- 
port volume surged aimost eS 
year-on-year and, in value terms. the 
increase in non-oil imports heavily 
outweighed the drop in the petro- 
leum import bill. Import volume ap- 
pears to have run somewhat higher 
in the third quarter than in the sec- 
ond. Thus there is no definite evi- 
dence that the benign phase of the 
“J-curve’”’ has arrived. Still, experi- 
ence suggests that it will shortly 
come into play. For 1987 as a whole, 
it seems a fair bet that the deficit 
should narrow modestly to about 
$140 billion, compared with some 
$165 billion in 1986 on the “revised 
statistical month’ basis of reporting. 
The trade adjustment process will 
remain far from complete, remem- 
bering that the surplus on services 
trade is likely to evaporate. Thus in 
{4987 the U.S. current saccount is 
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Chart 1 
U.S. trade and current 
account balances” 


billions of dollars 


1980 81 82.3 84 


"Trade is FAS/CIF basis, annual rates. 
1986 current account '3 projected. 


projected to be in deficit by $140 
billion — roughly the same as in 
1986 — while Japan and Germany 
may still be in surplus by $63 billion 
and $24 billion, respectively. 

A continuing outsized trade deficit 
waves a veritable red flag to U.S. 
protectionists, of both political par- 
ties. Most appraisals of recent U.S. 
economic performance lament the 
trade deficit’s drag on growth, prof- 
its, and employment. In the first 
three quarters of 1986, when U.S. 
real GNP was up just 2.7% from the 
like period of 1985, about one-third 
of the 4.1% rise in domestic de- 
mand “leaked” abroad via trade de- 
terioration to the benefit of foreign, 
rather than U.S., producers. It is 
widely asserted that, without rever- 
sal of this leakage, there can be 
little hope of stronger GNP growth 
in 1987. 

Disappointment with the limited 
benefits of dollar depreciation so 
far has spawned a proliferation of 
novel exchange rate indices. These 
purport to show that the weakness 
of Canadian and developing-country 
currencies militates against major 
U.S. trade improvement. Unfortu- 
nately, the proliferation of indices 
has spread more confusion than 


clarity since, as the second article . 


in this publication points out, the 
indices discerning minimal depreci- 


ation of the dollar are prone to mis- - 


interpretation as measures of U.S. 
competitiveness. 

A more constructive debate has 
been in progress over the past year 
and a half concerning the global mix 
of economic policies and burden- 
sharing most conducive to U.S. 
trade improvement and the wider 
health of the world economy. In late 
September the debate developed 
into open quarrel among the major 
industrial countries represented in 
the Group of Five (G-5), with Ger- 
many and Japan resisting both fur- 
ther appreciations of their curren- 
cies as a corrective for world trade 
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problems and U.S. pressures for in- 
terest rate cuts as a spur to eco- 
nomic growth. German officials took 
satisfaction in the recent strong 
growth of their own economy and 
insisted that the dollar, by then 
hovering close to the 0M2.00 level, 
had reached an appropriate level 
against the mark. 

Japanese officials held much the 


same view of the dollar-yen rate, 


particularly as the yen climbed 
toward the Y150 level. By the end 
of October, amid broadening signs 
of trouble in the domestic economy, 
the Bank of Japan cut its discount 
rate by a largely token haif-per- 
centage point. A joint U.S.-Japan 
statement was issued that appeared 
to imply mutual satisfaction with the 
prevailing yen rate. But no under- 
takings were made concerning ex- 
change market intervention and the 
depth and duration of commitment 
to yen stabilization remains to 6¢ 
seen. j 

Trade balance objectives remain 
in conflict. Officiats have offered no 
convincing evidence that doilar cor- 
rection has gone far enough against 
the yen, still less against the mark, 
to yield adequate U.S. trade im: 
provement. Claims that the dollar |s 
about right at today’s levels shoulc 
find little comfort in the prospective 
decline in the trade deficit by 198€ 
to the $100-$125 billion range, CIF 
valuation. Even with the helo of é 
plausible degree of doilar deprecia: 
tion against the currencies of the 
Asian NICs, the trade deficit woulc 
remain too high. 

The U.S. Administration has no 
stated its own objectives explicitly 
other than for a much reduced U.S 
trade deficit — below, say, $100 bil 
lion a year — to boost domestic 
growth and to help defuse protec 
tionist pressures. Holding the view 
that the United States should even 
tually resume its former status as : 
net exporter of capital. some and 
lysts Delieve that further suostantla 


Table 2 


Vo/ume of exports and imports 


percent change 1980-1985 


Exports Imports 
“United States —15 45 
Japan 42 =) 
Canada 39 23 
Western Europe 22 12 
Germany 27 9 
France 12 5 
United Kingdom 19 28 
Italy 27 10 
Brazil §9 —40 
Mexico 55 —22 
Korea 81 55 
Taiwan 64 —3 
Hong Kong 35 46 
Chart 2 
U.S. domestic demand 
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dollar depreciation — perhaps by as 
much as 25% — will ultimately be 
needed against the stronger curren- 
cies to return the United States to 
the preferred status. 

Of course, this is neither a prac- 
tical nor a vital objective for the 
United States in the immediate fu- 
ture. In most situations of major 
external imbalance, it is best to 
press trade adjustment forward with 
all possible speed. That is the way 
to minimize the costly legacy of 
cumulative imbalance. However, in 
the case of the United States, forc- 
ing a return to trade balance within 
too short a time could throw a 
wrench into the world economy 
comparable to the oil shocks of 
the 1970s. A more reasonable target 
might be to reduce the U.S. trade 
deficit to about $50 billion weil be- 
fore the end of the decade. 

Meeting this less ambitious, but 
still challenging, target would re- 
duce risk to the world economy yet 
greatly curtail the present U.S. call 
on foreign savings. It also would 
stabilize quickly the U.S. net foreign 
debt position, whether gauged in 
relation to U.S. GNP or exports. 
Most important, it would lessen the 
danger to confidence in the U.S. 
economy posed by rapid buildup of 
foreign liabilities. However, neither 
the $50 billion U.S. trade target nor 
a strong world economy lies within 
grasp through present exchange 
rates and government policies. The 
dollar will have to fall further, the 
United States attack its budget 
problems more forcefully, and sur- 
plus countries adopt more expansive 
domestic policies to reach a satis- 
factory outcome. The coming year 
should bring a window of opportuni- 
ty, once next January’s elections are 
over in Germany and before the 
buildup to the 1988 U.S. elections 
distracts policymakers’ attention. 
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| Dimensions of the trade problem 


Whatever the disagreement on the 
dollar, there is virtual unanimity that 
the U.S. trade deficit is a drain on 
the domestic economy and a major 
challenge for the worid at large. 
The U.S. merchandise deficit of less 
than $40 billion, or about 1.5% of 
GNP, in the late 1970s and early 
1980s reached $149 billion in 1985 
and escalated to an annual rate of 
$170 billion, or 4% of U.S. GNP, 
during the first nine months of this 
year ($162 billion on the basis of 
eight months’ revised data pilus the 
unrevised September figure). The 
deticit reflects not only stagnation in 
exports but also huge increases in 
domestic demand, and therefore in 
imports, following the late-1982 re- 
covery. The cumulative 45% growth 
of U.S. import volume from 1980 
through 1985 eclipsed the import 
growth of virtually ail other major 
countries — especially if compared 
with the single-figure gains of Ja- 
pan, France, and Germany (see Ta- 
ble 2). U.S. import growth in 1986 
has again outpaced that of other 
industrial countries. 

It is not unusual for U.S. domestic 
demand to grow more rapidly than 
GNP in the initial stages of an eco- 
nomic recovery. This was true, for 
example, of the recovery beginning 
in 1975 (see Chart 2). However, 
whereas earlier recoveries started 
from a position of U.S, trade surolus, 
the current recovery began from 
one of sizable trade deficit, trace- 
able in part to the appreciation of 
the dollar in the early 1980s. More 
important, the trade deficit has con- 
tinued to grow as the U.S. recovery 
has matured, instead of shrinking 
as on previous occasions. U.S. non- 
oil imports have actually behaved in 
a more or less normal cyclical fash- 
ion (see Chart 3). The big difference 
lies in U.S. export performance. 
which has been handicapped 
by both the protracted strength of 
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Chart 3 


U.S. non-oil imports 
ratio to GNP 
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Table 3 


U.S. bilateral trade balances 


FAS/CIF valuation 


billions of dollars 


Japan 
Canada 


Western Europe 
Germany 
France 
United Kingdom 
Italy 
Netherlands 
Spain 


Latin America 
Argentina 
Brazil 
Mexico 


OPEC** 


Asia excluding 
Japan 
Korea 
Taiwan 
Hong Kong 


Total 


* January-Seotember at an annual rate. rot 


-6.6 


18.6 
21.3 
1.9 
2.9 
0.8 
6.6 
2.0 


48 
1.8 
0.3 
2.3 


seasonally adjusted. 
"Excluding Ecuador indonesia, and /enezuela 


1986" 


-57.4 
-23.7 


-33.7 
-15.7 
3.4 
46 
6.7 
3.0 
-0.4 


143 
0.1 
3.7 
-5.2 


47 


eae 


-7.0 
-15.6 
-7.0 


-170.5 


27.1 


-22.6 
-73 
-12.6 
Veo 
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the dollar and the failure of foreign 
economies to pick up the baton for 
world growth. 

Since the beginning of this de- 
cade, U.S. trade balance deteriora- 
tion has occurred vis-a-vis virtually 
all the nation’s trading partners (see 
Table 3). Much recent attention has 
centered on the $17 billion deterio- 
ration in the U.S. trade balance with 
Canada,° the $19 billion deteriora- 
tion vis-a-vis Latin America, and the 
still greater $27 billion combined 
deterioration in the U.S. trade posi- 
tion with Hong Kong, Korea, and 
Taiwan. The attention to Canada, 
Latin America, and those Asian 
NICs is understandable, given that 
they account for 47% of ail U.S. 
trade — a somewhat higher per- 
centage than do Western Europe 
and Japan. Yet it is with Europe 
and Japan that the lion’s share — 
some 73% — of the overail U.S. 
trade deterioration has occurred. 
Whereas in 1980 the United States 
recorded a $6 billion surplus with 
Europe and Japan combined, U.S. 
trade with those two areas has 
plunged to an annuai-rate deficit of 
$91 billion so far in 1986. 

Most principal U.S. trade sectors 
display ongoing deterioration in 
both nominal and volume terms. 
Since 1980 the manufactures trade 
balance has shifted from a customs- 
value surplus of $19 billion to an 
annual-rate deficit of $132 billion so 
far this year. Manufactures exports 
have remained unchanged in nomi- 
nal terms, at roughly $145 billion. 


Foreign markets stepped up their - 


manufactures imports from all 
sources by an average of 22% in 
volume terms, but U.S. exporters’ 


manufactures sales fell 15%, sig- 


nifying a major loss of global market 
share. U.S. manufactures imports 


“tt may be noted that Canadian trade data, 


which annual reconciliations usually determine 
to be more reliable, indicate a bilateral trend 
substantially |ess adverse to the United States. 
‘Nhereas US. data show a continuing deteriora- 
tion this year, tne Canadian figures suggest 3 
lessening of the red ink 
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have more than doubled to $27 
Dillion, with large-scale increase 
virtually across the board (see Tabl 
4). Even automobile imports, suf 
posedly limited by Japan’s volur 
tary export restraints, have gone u 
sharply, partly through the working 
of the U.S.-Canadian auto arranges 
ment. 

U.S. manufacturing has borne th 
brunt of stepped-up import pens 
tration. Nonpetroleum import vo 
ume — mostly manufactured gooc 
— was a full 74% higher by Septen 
ber 1986 than in 1980. Imports « 
capital goods, exciuding autom 
biles, soared 123% in volume term 
In the initial stages of the recover 
domestic manufacturing output ros 
strongly despite rapid impo 
growth. During the past two year 
the import growth has continued 6 
the domestic sector has manage 
little further expansion. Its outp 
has risen under 4% since Augu 
1984 and its employment count ni 
fallen some 2%. 

The near-vanishing of the U. 
surplus in agricu/tura/ trade (st 
Table 5) has occasioned consicé 
able anguish. At the deginning 
the decade, agriculture contrioute 
a surplus of $24 billion to the U. 
trade accounts and the sector w. 
cited as a leading exemplar of U. 
comparative and competitive a 
vantage. In fact, farm expor 
topped out at $44 billion in 191 
and have never accounted for 
much as one-fifth of total expc 
earnings. Still, despite the cap 
bilities of efficient third-world riva 
the comparative U.S. advantage © 
mains in many farm products todé 
if in reduced degree. But the U. 
competitive advantage has be 
damaged in world markets by tl 
protectionism and subsidy practic 
of other industrial countries, who: 
overproduction and oprice-depres 
ing consequences are only oar 
offset by U.S. subsidies. U.S. ag 
cultural exports have therefore olut 


Table 4 


U.S. manufactures trade 
FPAS/customs valuation, subcategories 
are from the end-use classification 
billions of dollars 


1980 1983 

Balance 19 —31 
Exports 144 132 
Automobiles 16 17 
Consumer goods 18 13 

* Capital goods 73 67 
Imports 125 163 
Automobiles 27 41 
Consumer goods 34 45 
Capital goods 30 41 


* January-September at an annual rate, not 
seasonally adjusted. 


Table § 


U.S. agricultural trade 


FAS/customs valuation 
billions of dollars 


1980 1983 

Balance 23.8 19.6 
Exports 41.3 36.1 
Wheat 6.6 6.5 
Corn 8.6 6.5 
Soybeans 5.9 5.9 
Other 20.2 ee 
Imports 17.4 16.5 


Green coffee, cocoa 

beans, and sugar oye 4.0 
Vegetables and fruit 2.0 2.9 
Fish 2.6 3.6 
Other 6.5 6.0 


* January-Seotember at an annual rate, not 
seasonally adjusted. 


meted 40% in dollar value. Amid 
the now-chronic worldwide surplus 
of agricultural commodities, it is 
difficult to envisage a substantial 
improvement in U.S. trade perfor- 
mance in this field until major steps 
are taken to implement structural 
reform of the farm sectors of indus- 
trial countries generally. That will 
be a long-term process. 

Among principal product sectors, 
only U.S. petroleum trade exhibits 
substantial improvement this year — 
and, at that, only in current dollar 
terms now that import volume is 
swiftly rising: domestic consumption 
and substitution in favor of oil have 
turned upward and domestic pro- 
duction is failing away in response 
to this years steep drop in oil 
prices. Further boosted by a sharp 
turnaround in inventories, U.S. net 
oil import volume was up by 1.5 
million bpd, or 30%, during the first 
nine months of 1986 over the like 


period of 1985. If oil prices remain 


in the $13-$18 per barrel range, U.S. 
oil usage may well climb 1.5% per 
annum or more for some years to 
come and domestic oil production 


- continue to slip steadily. By the end 


of this decade, net oil imports could 
once again supply over 40% of 
domestic use, as they did in the late 
1970s. That would call for a 50% 
jump in the volume of imports.over 
the 1985 level, burdening the U.S. 
trade deficit with an additional $17 
billion reckoned at a price of $18 
per barrel. 


Lags, margins, and the 
internationalization of production 


It has long been recognized that the 
U.S. trade deficit will be siow to 
mend because it stems from a host 
of causes besides the problems of 
global agriculture and U.S. oil im- 
port dependence. In no particular 
order, they include the run-up in 
the dollar through 1985, the J-curve 
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phenomenon, the much larger do- 
mestic demand increase since 1980 
in the United States than abroad, the 
low growth of LDCs and their lack 
of financial resources, the NICs’ 
penetration of the U.S. consumer 
goods market, and the overwhelm- 
ingly domestic sales orientation of 
U.S. industry coupled with poor pro- 
ductivity performance. Economists 
may differ on the relative importance 
of these and other causes but all 
agree that U.S. trade adjustment 
will take considerable time. Unfor- 
tunately, the economists’ lag can 
easily turn into the politicians’ 
nightmare. 

Since its peak in February 1985, 
the dollar has come down by 25% 
in real effective terms according to 
Morgan’s index of its inflation-ad- 
justed vaiue relative to 15 other in- 
dustrial-country currencies. As dis- 
cussed in the next article, Morgan’s 
broad measure of the dollar's real 
effective rate, vis-a-vis the curren- 


-cies of 40 U.S. trade partners that 


include 22 LDCs, estimates an aver- 
age decline of 20% since the 1985 
peak. Both measures of the dollar's 
real rate now are close to their 
average level during 1980-82, the 
base period on which the Morgan 
indices are reported, but stand 9%- 
15% higher than in 1980. Even so, 
on either measure of the effective 
rate, the dollar's decline has been 
substantial during the past twenty 
months and it might have been ex- 
pected that the benefits for the U.S. 
trade balance would be plainly visi- 
ble by now. 

One mechanism by which dollar 
depreciation trims the trade deficit 
is by raising import prices relative 
to those of domestically produced 
goods and exports. To date, the ob- 
served increases in the relative price 
of U.S. imports have not been re- 
motely of the magnitude suggested 
by the dollar's decline in real effec- 
tive terms. In part, the disparity can 
be traced to foreigners’ tenacious 
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defense of U.S. market share at the 
expense of their profit margins. 
Loosely, it may be said that profit 
margin decisions so far have sub- 
jected U.S. consumers and busi- 
nesses to price increases averaging 
no more than about 6% on con- 
sumer goods imports, exciuding 
autos, and 7% on nonauto capital 
goods versus the dollar's 21%- 
26% real effective exchange rate 
decline. The modest increase in U.S. 
import prices in dollar terms since 
1985 is consistent with the smailer- 
than-expected fall in the relative 
price of imports when the doilar was 
rising.” Exporters to the United 
States did not lower their prices as 
much as the higher doilar would 
have permitted earlier in the decade, 
but instead enjoyed ballooning prof- 
its even while building rapid gains in 
market share. For that very reason, 
had the dollar held its peak levels 
of early 1985, it must be presumed 
that the U.S. trade deficit would 
have widened much more than it 
has in 1986. 

With the dollar now more realis- 
tically valued, foreign exporters’ 
profit margins are reverting to more 
normal levels. Indeed, it is unlikely 
that any great proportion of further 
deciines in the dollar could be ab- 
sorbed by either the supplier firms 
or their U.S. distributors, implying 
more compiete pass-through of dol- 
lar weakness into final selling prices 
on the U.S. market from now on. 
Once again, however, lags are of 
the essence. At least for a time dur- 
ing a period of pervasive excess 
Capacity worldwide and an uncer- 
tain economic outlook, it may be 
quite rational for foreign exporters 
to maintain or boost their U.S. sales 
at little or no profit. . 


Several adjustment strategies 


“This phenomenon is not new. Divergence be- 
tween trends in the dollar and relative imoort- 
export prices occurred in the 1970s as weil, but 
the differences were much smailer during that 
period, as also were the changes in the real 
yalue of the dollar. 
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may be available to exporters from: 
a country, such as Japan, whose 
real exchange rate rises. First, they 
may make rigorous efforts to boost 
home-base productivity and cut 
costs generally in order to restore 
margins on U.S. sales without rais- 
ing dollar selling prices. Sometimes 
the cost cuts may even extend to 
nominal wages. Second, they may 
switch production to lower-cost lo- 
cations, such as Taiwan, that they 
judge less. affected by upward cur- 
rency pressure yet able to produce 
goods of a quality salable in the 
United States. Third, they ‘may in- 
vest in U.S. production facilities, 
expecting either to achieve competi- 
tive cost levels in due course or ta 
insulate their U.S. sales from pro- 
tectionist interference. Fourth, they 
may choose eventually to raise their 
U.S. selling prices to restore profit 
margins to acceptable ievels, taking 
whatever loss of market snare this 


" may ultimately entail and hoping to 


make it up in their home market or 
elsewhere in the world. 

Such strategies were pursued Sy 
U.S. firms while the dollar was on 
its uptrend, contributing to the 
much-remarked phenomena of for- 
eign ‘outsourcing’ and production 
internationalization. Now that the 
dollar has come down, many Japa- 
nese firms, and some in Europe too, 
are having to follow along somewhat 
similar lines for profitable survival. 
For their part, having discovered the 
advantages, U.S. producers and 
purchasing agents are unlikely to 
abandon these strategies, although 
U.S. locations should appear more 
attractive than before. In ail, the 
instability of exchange rates during 
the past fifteen years is intensifying 
the internationalization of produc- 
tion. Currency instability renders 
uncertain the profitability of any sin- 
gle production base. 

The upshot for the U.S. trade bal- 
ance should be that the dollar's de- 
preciation against the yen and Euro- 


pean currencies will spur switching 
of product sourcing away from Ja- 
pan and Europe toward facilities in 
the NICs and others in the United 
States, some of which will surely be 
developed under foreign ownership 
or joint ventures with U.S. firms. 
Similarly, the profitability of U.S. 
exporters from U.S. facilities now is 
on the mend. But it remains to be 
seen how actively or successfully 
U.S. firms will exploit the new op- 
portunities to build back domestic 
market share and develop sales 
abroad. 

Most likely, the U.S. trade deficit 
will be slow to heal, absent a sur- 
prisingly favorable turn in world de- 
velopments or a further fail in the 
dollar of significant magnitude. 
Many U.S. firms are wrestling with 
quality problems, sluggish labor 
productivity, inadequate profitability 
in relation to capital costs, and an 
eroding technological lead — where 
this has not vanished already. These 
shortcomings cannot be quickly re- 
dressed. Moreover, beyond the 
level of the firm, there are basic 
deficiencies in existing U.S. ap- 
proaches to the broad structural 
aspects of competitiveness, such as 
research and development, educa- 
tion, human resource management, 
and the promotion of world market 
orientation. Extensive recommenda- 
tions on these matters, recognizing 
their inevitable complexity, were put 
forward in the 1985 report” of the 
President's Commission on Indus- 
trial Competitiveness. Until recently 
the Reagan Administration has been 
slow to pursue many of the commis- 
sion’s key recommendations, de- 
spite their long-term relevance to 
the strengthening of U.S. competi- 


tiveness. Those recommendations 
"Global Competition — The New Aeality, GaSe 


Government Printing Office, Washington, 0.C., 
1985. Senior officers of leading U.S. industrial 
corporations, many active in high technology, 
formed the majority of the thirty-memoer com- 
mission, which was chaired by Jonn A. Young, 
President and CEO 2f Hewlett-Packard Com- 
pany 
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may be difficult to implement and 
slow to bear fruit, but their eventual 
payoff should be more rewarding 
than reliance on laissez-faire and 
dollar depreciation. 


U.S. growth and trade adjustment 


When unsustainable external pay- 
ments imbalances cail for correc- 
tion, deficit countries customarily 
take on the primary burden of ad- 
justment. The United States can de 
no exception, even though major 
adjustment on the part of the 
world’s largest economy must in- 
evitably have major consequences 
for economic policies and perfor- 
mance woridwide. 

The U.S. current account deficit 
now is running on the order of 
32% of GNP and the implications 
of chronic U.S. dependence on cap- 
ital imports cannot be ignored in- 
definitely. At current exchange rates 
and on present readings of the 
world economic outlook, the U.S. 
net foreign debt could exceed $800 
billion — double the current level of 
annual U.S. goods and services ex- 
ports — within just four years. To 
pay, rather than borrow, the interest 
on this foreign debt, the United 
States one day will have to earn 
surpluses on its trade in goods and 
noninterest services — just as Latin 
America is doing right now. 

Other countries facing a compa- 
rable adjustment challenge nave 
often found the process severely 
disruptive of domestic growth and 
price stability. U.S. adjustment like- 
wise poses significant risks. These 
can be mitigated, but only in the 
longer term, through structural ef- 
forts to raise U.S. competitiveness. 
More immediately, the pressing is- 
sues primarily concern macroeco- 
nomic demand management, where 
the policy options are fraught with 
uncertainty in their practical effects. 

Most U.S. analysts oelieve ‘that 
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. reduction of the U.S. trade deficit 
will boost U.S. economic growth. 
Were it not for the leakage of do- 
mestic demand through the trade 
deficit over the past three years, it 
is said, GNP growth would have 
been stronger than has actually re- 
sulted. This claim, “obvious” though 
it may appear, is open to question. 

First, its converse — that countries 
with rising trade surpluses should 
experience increased overall growth 
— is belied by the substandard per- 
formances of Japan and Germany 
during the cyclical upturn since 
1982, not least by reason of their 
restrictive macroeconomic policies. 
Second, when Britain and Italy 
moved to correct trade deficits in 
the 1970s, or Latin America moved 
likewise in the present decade, ad- 
justment typically triggered reces- 
sion, not enhanced growth. Third, 
in the U.S. case, the rise in the trade 
deficit since the 1981-82 recession 
has permitted a more rapid increase 
in domestic demand than otherwise 
could have occurred without driving 
up interest rates and inflation. Both 
domestic investment and consump- 
tion were able to grow without the 
one “crowding out’ the other. Be- 
sides, had the United States not 
absorbed imports from the rest of 
the world, its trade partners’ eco- 
nomic recovery would have been 
even more in doubt and their de- 
mand for U.S. exports would have 
fallen away more sharply than in the 
actual event. — 

Accordingly, it is far from clear 
that undoing of the leakage of U.S. 
domestic demand through the trade 
deficit will boost overail U.S. growth 
in a major way. About the best that 
can be realistically expected is that 
reduction of the trade deficit will 
boost the fortunes of U.S. manufac- 
turing and agriculture without dis- 
proportionate cost to the vastly 
larger services sector of the econo- 
my. 

Another linkage of dubious valid- 
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ity is the one drawn between the 
U.S. trade deficit and the U.S. 
federal budget deficit. The linkage 
rests on the accounting truism that 
the current account deficit is the 
external manifestation of a shortfall 
in U.S. domestic savings below do- 
mestic investment, together with the 
observation that the budget deficit 
constitutes domestic dissaving. Re- 
duction of the budget deficit — not 
further depreciation of the dollar — 
is therefore seen as the fundamental 
remedy for the U.S. trade imbalance. 

Despite the record $221 billion 
federal deficit in the fiscal year end- 
ed this past September, U.S. oudget 
analysts believe that the Congress 
has taken enough steps to place the 
deficit on a firmly declining path 
relative to GNP, even without literai 
adherence to the Gramm-Rudman 
prescription in the years ahead, The 
results are now awaited. Conceiv- 
ably, as optimists sometimes sup- 
pose, fiscal stringency may inspire 
an upsurge of private confidence, 
consumption, and investment suffi- 
cient to outweigh the direct contrac- 
tionary impact on aggregate de- 
mand and boost GNP growth. This 
has been the case in Denmark, 
which has now erased a generai- 
government deficit that ran as much 
as 9% of GNP just four years ago 
and which has seen its economic 
growth rise well above its European 
neighbors’. But, at the same time. 
Denmark has experienced a sharp 
widening of its external trade and 
Current account deficits. Thus, if 
U.S. fiscal contraction somehow 
provides a lift to U.S. growth, it is 
unlikely simultaneously to contrib- 
ute to U.S. external adjustment. 
Of course, Denmark’s achievement 
of higher growth amid fiscal tighten- 
ing is practically unique among re- 
cent exercises in government aus- 
terity in Europe and Japan. Certain- 
ly, it flies in the face of the ore- 
dominant wisdom that austerity 
curbs both economic growth and an 


Table 6 


Real exchange rate changes, 
October 1986 from 1980 average 


percent = 


Bilateral, 

Overai/ vis-a-vis 
effective’ dollar 
United States 1§ _ 
Japan 27 12 
Canada —5 =—3 
' Germany 3 —10 
France 0} —12 
United Kingdom —17 —27 
Italy “4 —10 
Brazil —14 —25 
Mexico —4§ —14 
Korea —28 —33 
Taiwan —11 —14 
Hong Kong —s —12 


“Using Morgan’s ‘‘broad’’ indices, described 
in the next article and meaguring the intlation- 
adjusted values of the currencies against those 
of 18 industrial countries and 22 developing 
countries. 


external deficit, and can be relied 
on to do so in the case of the 
United States. 

Embedded in the predominant 
wisdom is the conviction that the 
dollar will weaken as a lower U.S. 
budget deficit curbs the domestic 
savings-investment imbalance and 
thereby cuts reliance on foreign 
capital inflows. There is, however, 
the awkward possibility — which 
cannot be lightly dismissed — that 


the dollar will instead be driven- 


higher. Foreigners and U.S. resi- 
dents alike may perceive deficit- 
cutting as removing a major blemish 
on the U.S. economy. But a higher 
dollar would hardly be helpful to the 
narrowing of the U.S. externai 
deficit. 

Given ail these uncertainties 
about the contribution of U.S. bud- 
get deficit reduction to U.S. growth 
and trade adjustment, there can be 
but one bottom line. If the fiscal con- 
traction on which the United States 
has now embarked is to lead to 
better performance for the U.S. 
economy and the worid at large, it 
will have to be accompanied by a 
genuinely flexible monetary policy. 
Such a policy should not be be- 
holden to wayward monetary ag- 
gregates or goals for domestic 
growth too high for external adjust- 
ment but, instead, will have to be 
geared to domestic growth more 
moderate than politicians might 
wish yet consistent with progress in 
Narrowing the nation’s trade and 
Current account deficits. And for 
this latter purpose, additional dollar 
depreciation — assisted as neces- 
sary by monetary policy — seems 
likely to be a vital ingredient, 
whether or not induced automati- 
cally by a shrinking federal budget 
deficit. 


Peripheral currency issues 


The lack of major improvement in 
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the U.S. trade deficit to date has 
inspired a number of proposals that 
would tinker at the edges of the 
problem. For example, much play 
has been given to the view that Latin 
America’s debt problems are a prin- 
cipal source of U.S. trade distress. 
This is factually incorrect. The defi- 
cit with Latin America, which was 
$14.3 billion at an annual rate dur- 
ing the first nine months of this 
year, has narrowed from its 1984 
peak of $18 billion. It now repre- 
sents only 8% of the overall U.S. 
trade deficit. Moreover, U.S. imports 
from the region have fallen $3.4 bil- 
lion so far this year because of 
lower oil purchases from Ecuador, 
Mexico, and Venezuela. 

U.S. exports to Latin America of 
$27.8 billion have partly recuperated 
from their 1983 low of $22.6 billion, 
in line with the modest recovery of 
economic growth in the region and 
marking a better performance for 
U.S. exporters than they have 
achieved in other foreign markets. 
Granted, their sales remain far be- 
low the peak of $39 billion in 1981, 
which allowed the United States a 
bilateral surpius of over $5 billion. 
However, that favorable U.S. posi- 
tion was the counterpart of unusual- 
ly high Latin American imports and 
was financed by unsustainably rapid 
debt accumulation, given that the 
region’s export earnings were ac- 
tually falling. 

, Adoption of more realistic ex- 
change rate policies was a neces- 
Sary ingredient in the inevitable cor- 
rection (see Table 6). Maintenance 
of competitive exchange rates in the 
region remains vital today as it 
seeks fuller realization of its export 
potential through more effective 
product diversification and penetra- 
tion of markets in Europe and Asia. 
In the meantime, growth of Latin 
America’s imports from the United 
States will remain limited. So too 
will be the feasible improvement in 
the U.S. bilateral deficit with the 
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Table 7 
Trade and current account 


balances 
billions of dollars 


Bilateral 

trade 

balance 

with the : 

United 1986 projected 
States Overall Current 
Jan-Sep trade account 


1986° balance*” balance 


United States — —i4§ —140 
Japan 57 a7 82 
Canada 24 6 —8 
Western Europe 34 42 49 
Germany 16 58 34 
France 3 —3 2 
United Kingdom 5 —i2 —! 
Italy 7 1 4 
Brazil 4 12 0 
Mexico 5 4 —3 
Korea v 3.5 4 
Taiwan 16 14 12 
Hong Kong 6 3 2 


* Annual rate, as shown in U.S. FAS/CIF data, 
not seasonally adjusted. 
**Salance of payments basis. The U.S. trade 
deficit of $145 billion corresponds to a 
deficit of $165 billion FAS/CIF. 


area. However, this imbalance does 
not loom especially large in the 
panoply of U.S. trade problems. 
Other proposais to tackle U.S. 
trade woes address the unbalanced 
character of the dollar’s deprecia- 
tion. Thus, Canada and many of the 
Asian NICs have seen no significant 
strengthening of their currencies 
against the dollar during the past 
twenty months, yet collectively they 
run sizable surpluses in their bi- 
lateral trade with the United States. 
However, substantial Canadian 
dollar appreciation is not presently 
warranted in the perspective of that 
nation’s overall economic and trade 


positions. Despite its large bilateral - 


trade surplus with the United States, 
Canada cannot afford appreciation 
of its currency in effective terms — 
and therefore not by much against 
the dollar. First, Canada is on its 
way to a current account deficit of 
$8 billion or more this year (see 
Table 7), partly reflecting the col- 
lapse of oil prices. Second, because 
Canada is a net debtor, it has to 
run a sizable trade surplus merely 
to contain the current account defi- 
cit, Third, because Canada remits 
substantial dividends and interest 
payments, its current account sur- 
plus with the United States — re- 
ported by Canada at an annualized 
$1.2 billion for the first half of 1986 
— is minuscule beside its bilateral 
trade surplus of $11.4 billion..Cana- 
da needs to cut its deficits with Ja- 
pan and Europe if it is to reduce 
its bilateral surplus with the United 
States without running into an over- 
all balance of payments constraint. 
In this light, any major strengthen- 
ing of the currency would force 
Canada to take the counterproduc- 
tive course of slowing its economic 
growth and accepting a rise in its 
already high unemployment rate of 
9.4%. 

A few of the Asian NICs have 
greater leeway for currency appre- 
ciation against the dollar, especially 
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“in the context of a strong yen. Hong 


Kong is one example. Its currency 
has been tied to the dollar since 
1983 and, in inflation-adjusted terms, 
stands 12% lower than on average 
during 1980 relative to the dollar. 
Hong Kong’s bilateral trade with the 
United States is headed for a $7 
billion surplus this year, of which a 
minor portion represents goods 'é- 
exported through the Colony from 
China and elsewhere. This surplus 
has grown substantially in recent 
years. Moreover, Hong Kong has 
been running sizable current ac: 
count surpluses, which may reach 
$2 billion this year and which pro- 
vide a prima facie case for appre- 
ciation of its currency. 

Korea offers a second example of 
apparent currency undervaliuation. 
From 1980 through this October, the 
won depreciated 42% in nominal 
terms against the dollar and an es- 
timated 33% in real bilaterai terms. 
This helped transform the Korean 
trade balance with the United States 
from a small deficit in 1980 to a Sur- 
plus that could reach $7 billion this 
year. Because Korea runs deficits 
with Japan and the oil exporters, its 
overall trade surplus will likely 9e 
around $3.5 billion. with a fraction- 
ally higher surplus on Current ac- 
count. Not since 1977 has Korea 
been in current account surplus. The 
longevity of the surpius may 68 
questioned on this occasion 100, 
since Korea has kept a tight rein on 
domestic investment in recent years 
and major projects are in the Works. 
However, Korean exporters are dé- 
riving major and growing competi- 
tive advantage from the yens 4Dp- 
preciation. This should permit not 
only much-needed import liberaliza- 
tion and stepped-up imports ‘or 
domestic investment Out also 2 
boost for Korean living standards 
through a higher real exchange rate. 

Taiwan currency offers the ‘ruly 
egregious examole of undervaluda- 
tion. Although the new Taiwan dCi 


130 


Chart 4 


Real domestic demand 


1982 = 100 


lar has appreciated 8% against the 
dollar since early 1985, it remains 
fractionally below its 1980 level in 
nominal terms and is fully 14% 
lower in reali terms. Taiwan is likely 
to run a $16 billion trade surplus 
with the United States this year. 
Taiwan’s overall trade surplus, esti- 
mated to exceed $14 Billion, or 21% 
of GNP, is vastly greater than those 
of Japan and Germany in GNP 
terms. Moreover, Taiwan has deen 
running large surpluses on current 
account as weil. By the end of this 
year its foreign exchange reserves 
could reach $44 billion — over 
60% of GNP. In absolute dollar 
magnitude, they are not much less 
than those reported by Japan and 
Germany, whose economies are 
many times the size of Taiwan's. 
Finally, Taiwan’s fast real GNP 
growth — at an annual average of 
6.5% since 1980 — has been largely 
based on the expanding external 
surplus. Already by 1985, that sur- 


plus had mushroomed above 11% 


of GNP in real terms and it con- 
tinues to climb. By contrast, Tai- 
wan’'s domestic consumption and 
real wages have grown much iess 


~ than GNP, and investment has been 


chronically depressed. Altogether, 
there can be little doubt that Taiwan 
handily meets the most conservative 
criteria for fundamental disequilib- 
rium. The facts warrant a very sub- 
stantial appreciation of its currency, 
in conjunction with liberalization 
of imports and other economic con- 
trols. These steps would help nudge 
the economy up the technological 
ladder and away from its predomi- 
nantly labor-intensive industrial 
structure. More important, from a 
global perspective, they are essen- 
tial to correction of Taiwan’s mas- 
sive external imbalance. 

Even so, it would be foolish to 
suppose that Asian NIC adjustment 
could contribute more than 510-315 
oillion toward solution of the wider 
U.S. trade problem, ;ust as it would 
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de wrong to undermine Canada’s 
Dalance of payments or the financial 
rehabilitation of Latin America for 
the sake of short-term bilateral 
trade gains fer the United States. 


Adjustment in Japan and Europe 


Besides the Asian NICs, Japan and 
Germany will have to come to terms 
with their adjustment needs, both 
to curb excessive trade surpluses 
that are the counterpart of the U.S. 
deficit and to bolster world ?2co- 
nomic growth. 

One of the main causes of the 
U.S. trade deficit remains the do- 
mestic demand gap that opened up 
in 1983 and 1984 between the 
United States and other industrial 
countries (see Chart 4). The United 
States relied on domestic demand 
to spur its economic recovery. 3y 
contrast, its trade partners relied 
mostly on export-ied growth in the 
first phase of their recoveries, er- 
mitting only slow growth in domestic 
demand. Even though foreign do- 
mestic demand has accelerated 
during the past year and a nalf. the 
cumulative gap vis-a-vis U.S. do- 
mestic demand is narrowing only 
slightly and is far from Deing un- 
done. Unless that occurs, the U.S. 
trade deficit is unlikely to De elimi- 
nated — as was clearly demon- 
strated in the late 1970s when suc- 
cess in reducing the trade deficit 
required a shortfall in U.S. domestic 
demand growth below that abroad, 
in addition to dollar depreciation. 

U.S. officials stress the potential 
of stepped-up economic growth in 
Japan and Europe as a means to 
boost demand for U.S. exports with- 
out the inflationary risks of further 
large-scale dollar depreciation. if 
foreign growth could De stepped up 
oy 1%, even conservative estimates 
suggest tnat the U.S. trade daiance 
would gain dy some 310 oillion Ser 
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Table 8 
Real GNP growth 


arinual average 


percent 

1985 
United States 2.7 
Japan 4.5 
Canada 4.0 
Germany 2.4 
France 1.4 
United Kingdom 3.4 
Italy 2.3 
Brazil 8.3 
Mexico PLIp 
Korea §.1 
Taiwan 4.7 
Hong Kong 0.8 


1986 


2.5 


2.2 
3.0 


3.0 
2.5 
2.2 
3.3 


7.0 
—3.0 


10.0 
8.5 
4.5 


1987 


ao 


2.4 
2.5 


3.5 
2.8 
2.8 
3.2 


3.0 
2.0 


Tes 
7.0 
4.5 


annum. While welcome, that would 


not be much in the context of the 
$165 billion deficit expected this 
year. But growth acceleration would 
undoubtedly accomplish much for 
global objectives generally, notably 
the resumption of rising living stan- 
dards and investment in developing 
countries. 

Unfortunately, on the basis of 
present policies there is little reason 
to project any significant pickup in 
Japan’s real GNP growth in the year 
ahead (see Table 8). The recent 
U.S.Japan accord took note of Ja- 
pan’s plans for revenue-neutral tax 
reform. These, if and when enacted, 
would not constitute a fiscal boost 
in the conventional sense. Their 
payoff in faster economic growth 
would be realized only some years 
hence and on the assumption that 
reformed incentives succeed in 
boosting private-sector confidence, 
domestic investment, and consump- 
tion. Japan remains committed to 
zero long-term growth in govern- 
ment expenditure. The proposed 
supplementary budget for the cur- 
rent fiscal year is designed less to 
boost central government spending 
than to soften near-term cuts. And 
the planned increases in local 
spending remain hostage to fortune 
and bureaucracy. 

As for Japan’s monetary policy, 
the end-October cut in the discount 
rate manifests concern over the 
faltering domestic economy but is 
unlikely to have any major stimula- 
tive effect. For one thing, the dis- 


count rate is not a reliable guide to 


borrowing costs. Although the yields 
on benchmark bonds have come 
down in recent weeks, they are no 
lower than eight months ago and 
certainly represent no reduction in 
the very high level of real interest 
rates in Japan. Moreover, Japan’s 
industrial sector is struggling to 
cope with a much stronger yen than 
most firms had envisaged a year or 
SO ago, mandating new stringency 
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in cost control, including labor com- 
pensation. Real income growth 
therefore seems unlikely to support 
any material further acceleration in 
Japan’s real domestic consumption 
above the pace of recent quarters, 
nor is there much hope of a sizable 
increase in business investment. Fi- 
nally, whatever growth comes 
through in Japan’s domestic de- 
mand will be blunted by the slip- 
page of net external demand that 
now is clearly in progress. 

Germany’s real GNP growth is 
projected to slow sharply during 
1987, to about 2% fourth-quarter to 
fourth-quarter, notwithstanding an 
apparent acceleration from 3% in 
1986 to 3.5% in 1987 on an annuail- 
average reckoning. Preliminary fig- 
ures for industrial production and 
factory orders in September, which 
were down from August levels, point 
to some weakening of economic 
growth during the past summer 
months. However, employment gains 
in both September and October are 
among the indications that both the 
production and orders figures for 
September will be revised upward, 
suggesting that, from the fourth 
quarter of 1985 through the end of 
this year, Germany’s real GNP may 
yet expand roughly 4.5%. 

Next year is another story. Fol- 
lowing its acceleration in 1986, Ger- 
many’s domestic demand is unlikely 
to speed uo further in the year 
ahead. In real GNP, there will be a 
growing offset through still-surging 
imports and weak exports, thanks 
to the strength of the mark and siug- 
gish activity in Germany’s export 
markets. If the mark strengthens 
significantly further, the currently 
strong intentions for German busi- 
ness investment next year could be 
revised sharply downward, further 
paring the modest growth antici- 
pated for the German economy as 
a whole. 

Any significant slowing of Ger- 
man growth below present expecta- 


tions would darken the already 
somber prospects facing other Eu- 
ropean countries. Britain and France 
have been experiencing siower- 
than-expected export growth this 
year, raising balance of payments 
concerns anew. Even if their exports 
grow more strongly in 1987, neither 
is likely to achieve better than 2.8% 
real GNP growth on an annual- 
average reckoning; still less any 
significant reduction in unempiloy- 
ment. 


The G-5’s unfinished business 


Despite the dollar's 20%-25% real 
effective depreciation to date since 
its 1985 peak, standard projections 
do not support the notion that the 
U.S. trade deficit will shrink below 
$100 billion a year, let alone to the 
recommended goai of $50 billion a 
year this side of 1990. As noted 
earlier, the dollar still stands sub- 
stantially higher in real terms than 
in 1980, on the order of 9%-15%.A 
pessimistic deficit prognosis is forti- 
fied by recognition of the cumulative 
growth gap that has opened up 
between the United States and other 
major industrial countries during the 
present decade, plus the litany of 
structural woes afflicting U.S. trade 
performance. 

Although the November U.S. Con- 
gressional elections now are history, 
it remains vital for the world at large 
that the U.S. trade deficit recede as 
a domestic political issue. Many 
Democrats, with the sympathy of 
many Republicans, have long 
judged the Administration’s record 
more vulnerable on the trade issue 
than the somewhat intangible and 
seemingly intractable budget issue. 
The House passed a trade bill em- 
bodying stiff import surcharges dur- 
ing the session just ended. The Ad- 
ministration was strongly opposed 
and the Senate took no action. 

But the trade deficit may not play 
out as a partisan issue. Since the 
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election the Administration has 
begun to display fresh interest in 
dusting off earlier recommendations 
for strengthening U.S. structural 
competitiveness, an interest shared 
in some particulars by many Demo- 
crats. However, there can be little 
doubt that the new Congress will 
quickly take up a variety of pro- 
posals for restriction of U.S. imports 
plus, quite possibly, more aggres- 
sive U.S. export policies wherever 
foreign practices are deemed un- 
fair. Particularly in the event that 
the U.S. economy remains siuggish 
and intensifies the protectionist sen- 
timent of the U.S. electorate, the 
possibility should not be underrated 
that an avowedly free-trade Admin- 
istration will come to espouse puni- 
tive import legislation. !t may be re- 
called, in this connection, that it was 
a Republican president who ordered 
the 1971 import surcharge. 

The work of the G-5 to correct 
global imbalances through interna- 
tional policy coordination, whether 
in matters of economic growth or 
exchange rate relationships, there- 
fore is far from finished. Although 
adjustment would be ideally our- 
sued on all fronts at once, political 
realities caution that progress may 
be achieved more effectively one 
step at a time. Just now, the first 
U.S. priority should be to nudge Ja- 
pan into further actions to deliver on 
the Mayekawa report’s recommen- 
dation to rebase the nation’s eco- 
nomic growth on domestic demand. 
Japan’s adjustment will not De easy. 
However, once a breathing space 
has passed providing Japan the op- 
portunity to buttress its domestic 
growth, it will be appropriate to re- 
consider the current official view 
that the yen has reached a level 
consistent with fundamentals. Sec- 
ondarily, it can De expected that the 
United States will continue to oress 
Korea, and particularly Taiwan, to 
let their currencies rise against the 
dollar. 
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Table 9 
Dollar effective exchange 
rate indices 


Federal 
Reserve 
Bank ot 


Federal Morgan 
Reserve Tradi- 
8oard 


Nominal, October 1986 
percent changes sinca 
February 1985*° —33 —25 —12 —3 
1980 average 22 11 68 82 


Real, October 1986 

percent changes since 
February 1985° — —25 —20 = 
1980 average | _ 9 


Weights by region, 


iA percent 
Europe 7730 «(44.1 oheWo) eae 
Canada 9.1 COlGMmmc Os 7am On7, 
Japan 13.6 2302 18.5 16.8 
Latin America’ * — — 10.5 14.0 
Asian NICs**° = — 8.9 13.7 
Other —_ 2.4 3.4 9.6 


100.0 100.0 160.0 100.0 


“On a monthly average basis the Morgan 
indices peaked in March 1985 in nominal 
terms, Sut in February 1985 in real terms 

“*Inctudes other Western Hemisonere 

“**Taiwan Korea, Hong Kong, China, Singapore, 
Indonesia, Malaysia, and Thailand. 


tional B8road Callas 


In 1987, after the German elec- 
tions, the spotlight should shift to 
Europe, where Germany is the key 
player. If its economic growth be- 
gins to slow, as most projections 
envisage, Germany should graduaily 
become more open to positive steps 
to boost its economy. Such a boost 
would lessen the constraints on 
growth in Britain, France, and other 
countries in Europe burdened by 
heavy unemployment. Further, if 
Germany is to do its part in helping 
correct both the U.S. trade deficit 
and its own outsize trade surplus 
without provoking destructive pro- 
tectionism, a significant rise in the 
mark-dollar. rate will be required. 

Bilateral inflation differentials 
shed instructive light on the appro- 
priateness of the mark’s present 
level. To restore the reai bilateral 
price relationship for manufactured 
goods that existed between Ger- 
many and the United States at the 
time of the mark’s monthly average 
high of the 1970s would call for the 
mark to rise from its actual present 
level to about DM1.67 to the dollar. 
Similar considerations for the yen 
Point to a rate of Y139. These figures 


Dollar index confusion 


Some assessments of the actual and 
Prospective consequences of a lower 
dollar betray confusion over the ex- 
tent and interpretation of the dol- 
lar’s decline from its high point of 
February 1985. Clearly. the dollar 
has come down substantially — by as 
much as 42% — against most Euro- 
pean currencies and the Japanese 
yen. But it has risen against the 
Canadian and Australian currencies. 
Striking a balance, Morgan’s long- 
published index of the dollar’s nom- 
inal trade-weighted average, or ‘ef- 
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lend support to the view that the yen 
has moved substantially closer than 
the mark to a reasonable notion of 
“purchasing power parity’ with the 
dollar. The mark, indeed, would 
seem to have a long way further to 
go, even before allowing for the siz- 
able present and future inflation dif- 
ferential between the United States 
and Germany. Once the European 
and Japanese currencies move 
higher against the dollar, some 
moderate appreciation of the Cana- 
dian dollar also should be possible 
against the U.S. unit. 

In sum, it is possible to discern 
the outlines of a G-5 understanding 
that would simultaneously carry the 
dollar lower in due course — but not 
precipitously nor necessarily within 
the next several months — bcost 
economic growth in Japan and Eu- 
rope, alleviate the trade frictions 
engendered by extreme U.S. bi- 
lateral imbalances, and assist cor- 
rection of the overail U.S. trade and 
current account deficits. Achieve- 
ment of these objectives will de- 
mand real commitment on the oart 
of at least the three principal mem- 
ders of the G-5. 


fective,’ exchange rate against 15 
other industrial-country currencies 
shows a decline of 25% through 
this October (see Table 9). How- 
ever, the currencies of developing 
countries now have come under the 
spotlight. Hardly any of these cur- 
rencies have appreciated against 
the dollar. Several have fallen. in 
some cases steeply. If the dollar af- 
fective rate calculation is broadened 
to include LDC currencies. the dol- 
lars overall decline at first signt 
appears minimal. 


Chart § 

Dollar effective 
exchange rates* 
1980 = 100 


170 fi 


Ci tet | for ff | 
1970 72 74 76 78 80 82 84 386 


“Traditional: dollar against currencies 

of 1S other industnal countnes: 

broad: dollar against currencies of 18 

other industnal countnes and 22 devetoping 
countnes listed in Table 10. 


“Latest plotting Octover. 


That is the appearance conveyed 
by certain dollar indices that have 
been newly published during the 
last several months. Confused by the 
lack of agreement among the many 
indices now in circulation, some ob- 
servers have conciuded that the 
dollar’s depreciation during the past 
twenty months has been token at 
best as a solution to U.S. trade prob- 
lems. Such conclusions are unwar- 
ranted, given the findings of a broad, 
inflation-adjusted Morgan index for 
the dollar, which places its depre- 
ciation since early 1985 at a full 
20%. A precursor of this index was 
presented in the July 1983 issue 
of this publication. The present arti- 
cle summarizes the key issues to 
be faced in the design of a reliable 
index of competitiveness. The arti- 
cle further re-introduces that broad 
index, which covers the currencies 
of 40 principal U.S. trade partners 
including 22 LDCs (see Chart 5). 

Most effective rate indices for the 
dollar endeavor to measure the 
weighted-average change in U.S. 
competitiveness brought about by 
movements in exchange rates. In- 
dices differ in their choice of -cur- 
rencies included in the averaging, 
their assignment of weights to repre- 
sent the relative importance of the 
included currencies, and how, if at 
all, measures of differential inflation 
performance are applied to restate 
the nominal exchange rate indices 
in “real,” inflation-adjusted terms. 

Hitherto, the dollar exchange 
rate indices best known in the 
United States have been those pub- 
lished by Morgan and the Federal 
Reserve Board. Both have concen- 
trated on appraising the dollar's 
value in terms of the currencies of 
other industrial countries, the cur- 
rencies traditionally traded most ac- 
tively in international markets. This 
bank’s familiar dollar index weighs 
each included currency in accor- 
dance with the importance of the 
corresponding country in the 1980 
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bilateral pattern of U.S. trade in 
manutactured goods. The dollar's 
decline is substantially greater on 
the Federal Reserve Board index 
because its weights reflect shares 
in world trade in all goods rather 
than U.S. trade in manufactures; it 
therefore downplays the U.S.-Cana- 
dian relationship in favor of the yen 
and a subset of European currencies. 

It is fair to question whether ex- 
change rate indices limited to in- 
dustrial-country currencies  ade- 
quately reflect today’s global! trade 
realities. After all, whereas in 1970 
U.S. trade with LDCs formed only 
28% of all U.S. trade — and, on the 
U.S. import side, was concentrated 
in noncompeting primary products 
— the LDC share had risen to 34% 
by 1985 and also had come to sup- 
ply 26% of all U.S. manufactures 
imperts. Heightened awareness of 
these trends has inspired a number 
of efforts to incorporate LDC cur- 
rency movements into effective rate 
calculations. * 

Recently,. but in nominal terms 
only, the Dallas Federal Reserve has 
published an exhaustive index, em- 
dbracing no less than 131 currencies 
of countries accounting for virtually 
all U.S. foreign trade save that with 
the Soviet Union, This index finds a 
decline of just 3% in the dollar from 
its 1985 peak. In fact, a less comopre- 
hensive currency list yields much 


"Inciusion of LOC currencies .s a feature of a 


U.S. Treasury index oublished n ts quar- 
terly Oulletin. Unfortunately ‘the Treasury's 
technical construction imparts 4 oersistent 
and strong upward dias to its calculated 
measure of the dollar's exchange value. 
This Treasury index, which encompasses +6 
currencies including those of major _OCs, is 
comouted as an arithmetic weighted average 
relative to a base period of 1970. The Morgan 
indices utilize geometric weighting ‘hat as 
the mathematical property of holding constant 
the relative percentage imoortance of ‘he 
constituent currencies regardless of the nag- 
nitude of individual currency snifts. Arithmetic 
weighting, dy contrast, confers ever-increasing 
percentage werght on currencies ‘hat <son- 
sistently deoreciate against ‘ne doilar «ith 
the passage of time By 0OW. this Dias as 
caused the dDroad Treasury index suostantially 
to parailel the course of certain enronicaily 
dJeoreciating Latin American currencies -ather 
than those of the major US ‘rade oartners As 
a resul:. this index Nas risen dover *50°) since 
2arty *985 
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Table 10 

Weights in the Morgan effective 
exchange rate indices for the 
dollar 


percent 
Tracitional* Broad°° 

Canada 30.3 20.7 
Japan 23.2 18.5 
Germany 10.9 9.9 
United Kingdom 9.2 8.2 
France 5.9 §.1 
Mexico ed 4.6 
Italy 44 3.7 
Taiwan — 2 3.1 
Belgium 3.5 2.2 
Brazil =_ 2.2 
Korea = S| 
Hong Kong = 2.0 
Netherlands 3.0 2.0 
Switzeriand 2.8 1.8 
Australia 2.4 lezs 
Sweden ky 1.5 
Spain 1.4 Deeics 
Venezuela = lel 
Argentina = 1.0 
Singapore = 0.9 
Saudi Arabia = 0.6 
Austria 0.4 0.5 
Chile = 0.5 
Colombia : _ 0.5 
Oenmark 0.6 0.4 
Finland = 0.4 
India = 0.4 
Malaysia — 0.4 
Norway 0.6 0.4 
Peru _> 0.4 
lrefand — 0.3 
Ecuador —_ 0.2 
Greece — 0.2 
Indonesia = 0.2 
Kuwait = 0.2 
New Zealand —_ 0.2 
Philippines = 0.2 
Portugal =— 0.2 
Thailand — 0.2 
Pakistan =_ 0.1 


*Based on 1980 direct bilateral trade in 
manufactures. 

**Modified weights based on 1980 bilateral trade 
in manufactures. The element of the Morgan 
index representing U.S. competitiveness in 
the German market relates the value of the 
dollar to a weighted-average value of the mark 
and the currencies of ail significant U.S. 
competitors, setting the weights in proportion 
to the shares of German and the 39 other 
principal industrial- and developing-country 
competitors in the German domestic market. 
Similarly constructed elements representing 
US. export competitiveness in each ot 40 
U.S. foreign markets then are averaged 
together, with wergnts in proportion to U.S. 
dilateral exoorts to each market, to form an 
overall index of U.S. export competitiveness. 
Finally, the broad index blends this export 
measure with a traditionally calculated index 


the same result. Shortening of the 
list to, say, the currencies of the 40 
countries listed in Table 10, which 
collectively accounted for nearly 
90% of total U.S. trade in 1985, 
leads to a dollar exchange rate 
index that has declined’ a not dis- 
similar 6% from the 1985 peak. 
For that matter, the currency list 
could be slashed to the top 20 U.S. 
trade partners, including LDCs, and 
still provide much the same reading 
on the dollar. 

Besides the choice of currencies 
for inclusion, several other issues 
must be satisfactorily resolved to 
obtain reliable indices of competi- 
tiveness. First is the matter of as- 
signing weights to the included cur- 
rencies. Most, but not all, of the 
available dollar indices draw upon 
the readily available data on U.S. 
bilateral trade in ali goods, that 
is, both manufactures and primary 
commodities, including petroleum, 
for weighting purposes. This ignores 
not only the distortions of agricul- 
tural prices through support and 
subsidy programs, but also the re- 
striction of agricultural trade by 
quantitative means in most signifi- 
cant national markets, which mini- 
mizes exchange rate influences. 
More important, international oil 


“trade is characterized by pricing 


practices that are overwhelmingly 
dollar-based and that also — apart 
from quality, transport; and tax dif- 
ferentials — lack differentiation 
among national markets in any way 
relevant to issues of dollar competi- 
tiveness. Failure to exciude the large 
U.S. petroleum trade from the 
weighting of a dollar index unrea- 
sonably skews the results toward 
the currencies of such countries as 
Mexico and Venezuela — currencies 
that have not appreciated against 


of U.S. import competitiveness. Mathematically, 
this three-step orocedure can be condensed 
into a single-steo weighted averaging, using 
the ‘‘modified’’ bilateral manufactures trade 
weights shown here in the case of the dollar 
calculation. See also World Financial Markets. 
August 1983. 
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the dollar. Morgan’s effective ex- 
change rate indices therefore use 
weights derived from data on trade 
in manufactured goods alone. 

Second is the issue of precisely 
how weights may be derived most 
appropriately from the chosen trade 
data. The great majority of dollar in- 
dices assign fixed currency weights 
in proportion to the value of bilateral 
U.S. trade with the corresponding 
trading partners. Morgan’s tradition- 
al index, geared to industrial-coun- 
try currencies only, is no exception. 
Its weights, which are updated peri- 
odically, have been drawn since 
1983 from data on 1980 manufac- 
tures trade. The procedure has 
the merit of transparency. And it 
recognizes that the U.S.-Canadian 
trade and currency relationship is of 
much greater significance in ap- 
praising U.S. competitiveness than, 
say, the U.S.-U.K. connection. The 
index may be viewed as a blend of 
two subindices: one, weighted by 
U.S. bilateral imports, gauges the 
competitiveness of foreign exporters 
to the United States vis-a-vis do- 
mestic producers; the other, weight- 
ed by U.S. bilateral exports, gauges 
the position of U.S. producers sell- 
ing into foreign markets. 

Direct bilateral export weights, 
however, do not offer an entirely 
satisfactory approach to measuring 
export competitiveness. Besides in- 
cluding LDC currencies, Morgan's 
broad effective index for the dollar 
measures U.S. export competitive- 
ness using a procedure recognizing 
that in selling to the German domes- 
tic market, for example, German 
firms are not the only rivals of US. 
firms. In 1980 German producers 
commanded only about 75% of the 
German domestic market for manu- 
factures, measured by value added 
in domestic manufacturing plus im- 
ports from industrial and developing 
countries. U.S. exporters took less 
than 2%, while 15% went tocompet- 
itors from other EC countries. 1.5% 


"The United States and Britain publish single 
price indices that are judged to be of ac- 
ceptable quality, coverage, and timeliness for 
use without modification. For most other coun- 
tries, it is necessary to construct composites 
of selected subcomponents of overall price 
indices in order to attain reasonable com- 
parability. Available subcomponents permit the 
exciusion of food prices, and generally fuel 
or energy prices also, from the overall manu- 
factures price indices of virtually all industrial 
and developing countries covered in the 
Morgan effective exchange rate indices. 

In some countries, even though the avail- 
able .prica indices for manufactures can most 
often be chosen to capture output prices and 
exclude input prices, no adequate distinction 
may 6@ possible among outputs of raw ma- 
terials, intermediate goods, and finished prod- 
ucts. On occasion, the available indices ex- 
clud® exports. applying only to manufactured 
goods soid in the domestic market; cover im- 
ported as well as domestically produced 
items; include nontradable items, such as the 
output of local utilities or building contrac- 
tors; and may or may not reflect indirect 
taxes. A few countries fail to compile whole- 
sale of producer price indices, necessitating 
resort to components of a consumer or retail 
index. In all, uncomfortable compromise 
choices are unavoidable. Yet further difticul- 
ties arise from tardy availability of the chosen 
data. These lag the current date by at least 
a month or, exceptionally, up to eight months. 
The available data then must be Drought 
forward in time, either with the atd of an 
inferior, but more up-to-date, proxy price 
index or by trend-line extrapolation. 


to Japanese rivals, and a further 
slice to LDC suppliers. To evaluate 
U.S. export competitiveness in the 
German domestic market appropri- 
ately, it is therefore important to 
assess the position of U.S. firms not 
just against German firms, but also 
against the entire range of other 
significant competitors, including 
LOCs. Morgan’s broad index accom- 
plishes this by modifying the weights 
attached to its constituent curren- 
cies, following the methodology 
summarized in the note to Table 10. 
Using these modified manufac- 
tures trade weights in place of total- 
trade weights, but retaining the 
same 40 currencies as before, the 
dollar's average nominal deprecia- 
tion since its February 1985 peak 
amounts to 12% — distinctly less 
than the 25% depreciation shown 
by the traditional index restricted to 
industrial-country currencies, but 
still substantial. This figure is de- 
cidedly greater than that calculated 
by the Dailas Federal Reserve. 
The third, and by far the most sig- 
nificant, issue concerns the neces- 
sity to adjust for the inflation differ- 
entials between the United States 
and its trade partners in order to 
reach useful conclusions about 
changes in U.S. competitiveness 
over time. This necessity should 
immediately be apparent from the 
fact that if U.S. selling prices hold 
constant in dollar terms while the 
local-currency selling prices of the 
domestic firms of a U.S. trading part- 
ner happen to double, then a 50% 
depreciation of the partner’s curren- 
cy relative to the dollar leaves the 
U.S. competitive position unchanged, 
not diminished. Although inflation 
differentials have narrowed greatly 
among the industrial countries since 
the 1981-82 recession, they were 
both sizable and variable during the 
1970s and could become so again 
in the future. Inflation in many de- 
veloping countries, notably in Latin 
America, has long been very much 
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higher than in industrial countries. 
Once these high-inflation develop- 
ing-country exchange rates are in- 
cluded in a dollar index, a purely 
nominal construct loses ail utility 
for gauging U.S. trade competitive- 
ness. 

Several possible approaches to 
inflation adjustment have merit. 
Whichever approach is taken has 
to be applied consistently and also 
should appeal to comparable price 
data pertaining to _ internationally 
traded goods. This latter require- 
ment rules out the most familiar 
national price data — those for con- 
sumer prices or the GNP deflator — 
because these assign heavy and 
highly disparate weights to services 
and other items shielded from global 
market forces. Admittedly, the many 
practical problems of price data 
quality, comparability, and lack of 
timeliness cannot be wholly over- 
come and a degree of subjective 
judgment is required. For these rea- 
sons, most published exchange rate 
indices, whether from private or 
official sources, fight shy of any at- 
tempt at inflation correction. Yet 
“best efforts’ are essential to as- 
sure reasonable accuracy of infer- 
ences concerning competitiveness. ° 
To this end, the Morgan real effec- 
tive exchange rate indices seek to 
correct the nominal indices for dif- 
ferential inflation in wholesale or 
producer output prices for inter- 
mediate and finished manufactures 
excluding food and fuel. 

Until this year it has usually 
proved the case that, following 
careful inflation correction, the ex- 
tension of dollar indices to take in 
LDC currencies makes little differ- 
ence to a numerical assessment of 
the dollar's real exchange value. 
Movements in the Morgan doilar 
index covering industrial-country 
currencies alone have generally 9x- 
ceeded those in the broad index: as 
Chart 5 makes clear, the two indices 
typically parallel each other in direc- 
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Table 17 


Dollar effective exchange rate 
1980-1982=3100 ; 


Jan Feb Mar Aor May Jun Jul Aug Seo Oct Nov Oec Year 
Nominal against 15 other industria/-country currencies 
1970 114.2 114.2 114.1 114.1 114.1 113.0 112.9 112.4 112.2 112.4 112.3 112.2 113.2 
1977 111.9 111.6 111.6 111.7 111.3 411.5. 111.4 110.5 108.5 107.3 107.6 195.3 110.0 
1972 104.0 102.9 102.2 102.3 102.1 101.7 102.1 102.2 102.3 102.6 102.9 103.2 102.6 
1973 103.1 98.6 95.4 96.2 95.5 93.6 91.7 93.1 93.3 92.9 95.6 97.1 95.5 
1974 100.8 38.6 96.5 95.2 94.4 95.5 96.3 98.0 98.5 98.0 97.4 96.5 97.2 
1975 95.5 94.3 93.6 95.0 95.1 95.2 97.7 99.5 100.2 100.1 99.9 100.6 97.3 
1976 100.2 99.8 100.5 101.0 101.1 101.3 100.9 100.8 100.1 100.4 101.1 101.9 {00.8 
1977 101.3 101.5 101.7 101.1 101.1 101.0 99.8 100.7 100.9 99.8 98.5 36.7 100.4 
1978 95.7 $5.8 94.7 94.4 95.2 93.5 91.2 89.3 89.5 87.4 89.5 39.8 92.2 
1979 89.7 90.2 90.3 30.9 91.7 91.6 89.6 90.1 30.0 91.3 92.7 91.1 30.8 
1980 90.3 91.0 93.9 94.7 30.7 88.6 88.4 89.5 88.7 88.9 91.1 92.0 30.7 
1987 91.5 94.5 94,7 96.6 99.8 101.9 104.3 105.9 103.0 102.2 100.2 160.3 39.5 
1982 101.8 104.9 106.7 107.9 105.9 Weil 112.3 liti2:5 ales} 114.9 115.0 tii tes 109.8 
1983 109.7 111.0 112.0 112.5 112.2 114.3 moat 117.0 116.7 114.8 116.5 118.0 114.2 
1984 {ake A) lige 115.4 116.7 119.5 120.2 124.2 124.0 127.3 128.5 126.8 129.5 122.4 
1985 132.0 136.4 136.9 131.7 132.0 130.5 125.8 124.0 125.2 118.9 OUT) 116.4 12721 
1986 y 115.1 Wallezs 109.0 108.1 105.8 106.5 104.0 102.3 102.2 102.1 
Real against 15 other industrial-country currencies 
1970 111.9 111.6 111.3 111.0 111.4 110.8 110.9 110.4 110.2 110.9 110.8 110.6 111.0 
1977 110.4 110.5 110.5 110.8 110.5 110.9 HALAS 110.5 108.3 107.0 106.6 105.0 i0g.4_ 
1972 103.9 102.9 102.1 102.1 102.0 101.7 102.0 101.9 101.6 10183 101.0 100.6 102.0 
1973 100.2 95.5 92.2 93.2 92.7 90.5 87.6 88.5 88.0 87.1 89.5 89.5 912 
1974 91.0 88.0 86.9 86.6 87.6 89.9 91.5 94.7 95.6 95.4 95.0 94.0 91.3 
1975 . 89.8 88.8 88.2 89.3 89.4 89.5 82.7 93.4 94.0 94.3 94.3 95.1 30.7 
1976 97.8 97.1 97.5 97.6 97.4 97.6 96.9 96.6 96.1 96.6 97.1 976 37 2 
1977 96.3 96.8 97.1 96.5 96.4 96.5 95.6 96.5 37.0 36.2 34.9 93.3 36.2 
1978 92.6 92.7 92.0 91.8 93.0 91.6 89.7 88.0 88.4 86.5 38.8 39.4 20.4 
1979 88.9 89.3 89.6 90.4 91.0 90.7 88.7 88.9 88.7 90.4 91.7 90.2 399 
1980 89.4 90.3 93.2 93.8 49.4 87.4 87.3 88.7 87.5 88.5 30.7 32.2 39.9 
1981 92.3 95.5 95.9 98.2 101.3 103.3 106.9 107 4 104.1 103.6 101.5 101.3 100 3 
1982 102.6 105.2 106.6 107.6 OSe7, 110.4 11de5 (ASL as} 111.9 114.0 113.9 110.3 Me Ses 
1983 108.5 110.2 110.9 Navidad liliOe7, t2.5 113.6 115.4 114.8 Tiiges: 114.7 Wallers24 ae 
1984 Ndvee 115.4 Aleks 114.5 116.9 talivary iedee heat 123.6 124.9 123:3 2 Sa 119.5 
1985 128.1 132.2 182.0 126.9 127.0 125.6 121.3 119.4 119.7 114.5 lites later 122.5 
1986 110.4 106.7 104.6 108.6 101.5 102.1 99.7 98.1 97.5 98.3 


Real against 18 other industrial-country and 22 develaping-country currencies : 
1970 tiger: 112.4 Aiteant 111.8 112.6 112.6 nice ae 111.9 112.6 112.4 ile 1124 


1971 AAT 111.8 111.8 $it/222 tlie Wie 112.6 {1233 110.3 109.5 109.2 108.1 ite 
1972 106.6 108.7 105.0 105.1 104.6 104.9 105.1 105.1 104.7 104.3 103.9 103.5 104.9 
1973 102.4 97.9 95.0 95.8 95.0 93.2 90.2 90.7 90.0 89.1 391.0 90.8 93.4 
1974 91.3 88.2 87.4 87.8 88.9 91.0 92.6 95.6 96.5 96.2 95.9 95.3 92.2 
1975 91.3 90.3 90.5 91.3 91.2 91.3 86.7 94.6 95.5 96.1 * 96.0 96.8 92.7 
1976 98.8 98.2 98.4 98.5 98.3 98.5 97.6 97.1 98.4 98.8 99.2 99.1 38.5 
1977 98.3 98.6 98.8 98.3 98.3 98.1 97.3 98.1 98.6 97.8 96.8 95.6 379 
1978 94.7 94.8 94.2 94.1 95.1 93.9 92.1 90.7 90.8 39 1 91.2 314 32.7 
1979 90.9 91.3 91.4 92.2 92.6 92.1 90.1 90.1 89.9 91.5 92.5 31.4 314 
1980 90.38 91.5 93.7 94.0 90.1 88.3 28.1 89.2 88.1 89.1 30.8 92.1 30.5 
1981 92.4 94.3 95.1 97.3 100.0 101.9 104.1 105.5 103.0 102.7 100.8 190.3 39 3 
1982 102.0 104.7 107.3 107.8 106.0 109.8 110.8 issue T1323 114.5 1146 | oat ec 
1983 110.7 112.4 iat Has Wee 114.7 115.6 1174 116.9 115.3 1168 i18 1 ie J 
1984 118.7 ile 115.8 116.7 118.8 119.1 122.0 121.9 1241 (PS 2 124.9 126 2 120 8 
1985 128.1 eae eh 1270 127.3 126.2 123.0 122 122.6 1179 116 2 115i eye 
1986 114.6 ditt 169.7 109.0 107.1 107.4 105.5 104.2 103.7 104 3 
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tion and timing. In other words, they 
have been closely correlated and, 
when. used in econometric fore- 
casting, have not differed signifi- 
cantly in their implications for the 
U.S. trade balance. 

However, the correlation now may 
be weakening. Through this past 
October Morgan’s traditional real 
index for the dollar, based on the 
currencies of +5 industrial countries 
that account for about two-thirds of 
all U.S. trade in manufactures, has 
fallen by 25% from its 1985 peak. 
The inflation-corrected broad index 
for the dollar, based on the curren- 
cies of 40 U.S. trade partners, in- 
cluding LDCs, which cover about 
90% of all U.S. trade in manufac- 
tures, shows a fall of 20%. Thus al- 
though the narrow and broad in- 
dices tell much the same story — a 
story of substantial dollar deprecia- 
tion — a potentially significant di- 
vergence has opened up between 
the two in 1986. This divergence 
warrants continued monitoring of 
U.S.-LDC currency relationships to 
assure a sound grasp of the overall 
U.S. competitive position. 

Accordingly, starting with the 
present: issue, the statistical appen- 
dix to this publication reports the 
broad real effective exchange rate 
index for the dollar, including LDC 


’ currencies, in addition to the tradi- 


tional nominal and real indices 
based on the major internationally 
traded currencies alone. The real 
indices are subject to revision for 
recemt periods as more complete 
price information becomes avail- 
able. Historical data for the three 
dollar indices going back to 1970 
are shown in Table 11. Similar broad 
real indices are shown in the appen- 
dix for the currencies of other in- 
dustrial and developing countries 
(with the exceptions of Israei and 
Turkey, whose published trade data 
do not permit inclusion of LDC trade 
partners). The inflation corrections 
incorporate the results of a thor- 
ough recent review of the appropri- 
ateness and availability of national 
price data. As noted above, such 
review ig an ongoing process. For 
the time being, the indices continue 
to be computed on the basis of 
1980 trade data. Past experience 
has shown that substitution of more 
recent trade figures rarely has a 
major impact on the exchange rate 
indices. Nonetheless, when a rea- 
sonably complete international 
trade matrix for manufactures be- 
comes available for 1985, the 
weights in the Morgan indices will 
be updated. 
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Sfatisticai appendix 


For key to data in tables 
see September 1986 issue. 
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Effective exchange rates — industrial countries 


Index numbers, 1980-382 average=1 00. 


United 


United 


Nethe 


Swit 


Oen- 


Swe- 


States Canada Japan Austrailia France Germany Italy Kingdom Austria Seigium eriands Spain zeriand mark Norway den 


Nominal against 15 other indusirial-country currencies 


1980 
1987 
1982 
1983 
1984 
1985 


1986 

May 

June 

July 
August 
September 
October 


September 


October 


November 


19 
26 


90.7 
99.5 
109.8 
114.2 
122.4 
127.1 


108.8 
106.5 
104.0 
102.3 
102.2 
102.1 


101.7 
102.3 


101.8 
101.5 
101.2 
102.1 
103.7 


104.3 
103.1 


100.4 


95.5 
105.8 
98.8 
107.8 
113.0 
118.8 


150.9 
151.1 
198.6 
161.7 
160.8 
158.4 


160.6 
161.4 
161.1 

160.4 
160.0 
157.3 
154.7 


1$2.7 
133.9 


$6.0 
104.0 
100.1 
$2.0 
94.2 
76.3 


106.5 


100.0 

97.2 
162.8 
107.8 
107.4 
107.8 


114.5 
114.6 
115.8 
117.6 
118.3 
119.4 


118.5 
118.4 


118.9 
119.4 
119.8 
119.6 
119.1 


118.8 
119.4 


Real against. 15 other industrial-country currencies 


1980 
1987 
1982 
1983 
1984 
198§ 


1986 

May 

June 

July 
August 
September 
October 


89.9 
100.8 
109.3 
dili2 oth 
119.8 
122.5 


98.9 
99.5 
100.6 
102.8 
100.2 
96.5 


102.8 
104.8 


91.7 
102.6 
108.7 
101.9 
106.4 

89.5 


102.8 


103.2 
96.9 


108.4 
98.8 


Real against 18 other industrial-country and 22 LDC currencies 


1980 
1987 
1982 
1983 
1984 
1985 


1986 

May 

June 

July 
August 
September 
October 


98.9 
99.4 
101.7 
104.5 
102.7 
99.2 


95.1 
94.4 
94.5 
93.9 
94.3 
93.8 


101.3 


92.3 
102.5 
105.2 
102.1 
106.7 

90.1 


95.9 
81.9 
74.2 
72.0 
73.4 
Tost 


103.6 
99°35 
96.9 
94.4 
96.4 

100.0 


102.8 
103.2 
103.6 
103.5 
103.3 
103.8 


104.5 
96.2 
99.3 

100.6 
96.8 
95.8 


103.0 
102.8 
104.5 
106.2 
106.7 
107.5 


Page 20 / World Financial Markets / October/November 1986 


103.7 
_ 98.2 
98.1 
100.8 
101.0 
99.8 


102.8 
103.0 
104.3 
106.3 
106.8 
108.0 
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99.5 


100.0 
38.9 
101.1 
102.1 
102.6 
102.9 


106.1 
106.4 
107.0 
107.9 
108.2 
108.7 


107.5 
100.9 
91.6 
88.2 
85.0 
84.5 


84.5 
84.4 
84.1 
85.2 
85.4 
85.6 


100.2 

97.1 
102.7 
105.0 
104.0 
104.0 


109.1 
109.2 
110.3 
lailede 
112.0 
iti2es 


112.1 
112.1 


112.5 
112.9 
113.1 
113.0 
112.6 


112.4 
112.9 


102.4 
97.1 
100.5 
100.8 
97.8 
96.6 


101.3 
100.5 

99.3 
101.3 
102.5 
104.1 


95.4 
98.3 
106.3 
117.5 
110.5 
109.5 


115.8 - 


117.1 
120.2 
eed 
Nie2ev4 
122.3 


123.2 
122.9 


123.2 
123.2 
122.7 
122.2 
120.8 


119.6 
120.7 


98.3 
98.7 
103.0 
105.1 
100.1 
98.0 


102.9 
104.8 
107.9 
109.5 
109.6 
109.9 


99.3 
98.0 
102.6 
105.1 
99.8 
97.8 


104.2 
106.2 
109.6 
1116 
W118 
112.4 


105.1 


35.8 
101.3 
103.0 
101.9 
100.6 

99.9 


96.0 
96.2 
96.4 
93.6 
96.1 
g5:2 


102.5 
101.9 
95.6 
90.7 
96.0 
96.9 


96.3 
96.0 
95.7 
95.2 
94.9 
94.4 


103.0 
101.6 
95.4 
91.0 
95.3 
96.9 


96.9 
S67 
96.4 
Seg 
OSa7 
95.2 


Real effective exchange rates — developing countries 


Index numbers, 1980-82 average=100. 


Colom- Vene- Hong Indo- Phillipe Singa- 

Argentina S8razil Chile dla Mexico Peru zuela Kong nesia Korea Malaysia pines pore Taiwan Israel Turkey 
1980 11$.2 83.8 94.4 93.5 102.6 92.1 90.1 99.5 988.4 97.9 $5.0 92.1 97.2 101.6 92.1 99.4 
1981 107.8 103.3 108.3 100.6 1144 103.3 90.7 989 99.8 100.3 99.4 101.3 102.0 101.8 99.3 104.7 
1982 77.0 112.9 97.3 105.9 82.9 104.6 110.2 101.6 111.7 101.9 105.6 106.7 100.8 996.6 108.6 96.0 
1983 alee 86.2 89.2 104.9 78.8 96.4 117.2 95.8 96.3 97.6 113.9 96.1 101.7 94.5 120.8 93.5 
1984 80.1 85.7 90.1 39.6 91.8 105.8 85.9 1002 96.9 96.5 119.7 107.9 102.4 97.0 119.5 ChiGh 
1985 Tales! 84.1 79.8 85.7 90.5 96.5 93.0 104.2 95.8 89.2 116.3 114.66 95.7 94.6 1C6.3 91.5 
1986 
January 63.3 79.8 TRONS)» Tfele pee 91.2 90.3 96.5 985.8 79.8 107.1 105.1 87.9 87.8 101.3 82.8 
February 61.7 81.7 67.9 71.2 70.2 91.0 89.6 98.0 92.98 77.9 102.9 94.0 849 986.7 100.2 80.3 
March 62.0 7§.2 67.0 70.7 68.3 90.5 89.0 94.5 80.5 76.9 $7.6 91.3 82.8 88.7 99.0 74.3 
April 61.8 73.6 68.4 70.1 66.6 93.8 89.7 95.5 80.0 76.6 94.5 89.8 81.9 88.7 1€0.7 71.9 
May 60.8 72.7 68.5 68.0 6§.6 95.7 90.1 95°25 75:9 foal 92.9 88.3 73.8 88.4 101.5 Pics 
June 61.3 73.0 70.2 67.1 66.6 994.2 90.0 96.2 79.0 75.4 93.1 87.3 81.3 89.4 101.8 70.3 
July 61.5 72.0 69.4 65.8 64.9 101.8 89.4 93.3 76.7 oye SAO} 87.7 81.6 89.1 100.8 69.7 
August 61.1 72.0 68.7 65.0 62.3 104.7 89.0 92.0 75.4 69.9 90.7 85.0 76.7 89.0 99.4 67.7 
September 58.3 75.3 67.4 64.9 60.9 108.0 989.1 93.8 60.3 70.4 90.8 84.7 78.9 90.2 100.3 66.8 


International banking market size 


at end of period, billions of dollars 


1987 1982 1983 1984 1985 1986 
Jua Sep Dec Mar Jun 
Gross claims 
Eurocurrencies, on residents and nonresidents 1929 2 146 2 253 2 359 2 459 2 622 2 833 2 947 3 040 
On nonbanks 557 634 665 694 Viel) 781 822 854 875 
On banks 1 372° 1512 1 588 1 665 1 724 1 861 2011 2093 2165 
In dollars 1504 1 694 1 797 1 894 1924 2 002 2 101 2 138 2 166 
In other currencies . 425 452 456 465 535 620 732 89 3874 
Domestic currencies, on nonresidents 365 398 398 402 422 451 506 535 578 
On nonbanks 128 132 136 142 150 165 187 186 201 
On banks 237 266 262 260 272 286 319 349 Sin 
In doflars 188 211 217 215 209 205 215 203 210 
In other currencies WARE 187 181 187 213 246 291 see 368 
Total 2 294 2 544 2 651 2781 2 881 3 073 3 339 3 482 3618 
On nonbanks 685 766 801 836 885 926 1 009 1 040 1076 
On banks 1 609 1778 850 1925 1996 2147 2 330 2 442 2542 
In dollars 1 692 1 905 2014 2109 PR 2 207 2316 2 341 2376 
in other currencies _rsd2 §39 637 652 748 866 1 023 1141 1 242 
Gross liabilities 
Eurocurrencies, to residents and nonresidents 1954 2 168 2 278 2386 2 471 2 641 2 846 2964 3059 
To nonbanks 372 432 479 - 497 520 546 585 610 §32 
To official monetary institutions 112 91 88 96 106 109 112 106 109 
To other banks 1 470 1 645 timralat 1793 1 845 1 986 2149 2 248 2318 
In dollars 1539 1741 1846 . 1950 1 969 2 045 2 147 2 166 2 204 
In other currencies 415 427 432 436 502 596 §99 798 855 
Domestic currencies, to nonresidents 283 250 — 280 280 310 341 377 394 418 
To nonbanks 74 70 73 80 89 103 114 121 121 
To banks 189 180 187 200 221 238 263 273 297 
In dollars 126 116 135 146 154 159 169 166 Tien 
In other currencies 137 134 125 134 156 182 208 228 247 
Totai PL Ob 74 2 418 2 538 2 666 2 781 2 982 3 223 3358 3477 
To nonbanks 446 502 552 STE 609 649 699 if 3h liso 
To banks and official institutions erarant 1916 1 986 2 089 2aline Becss 2529 2627 2724 
In dollars 1 665 1 857 1981 2 096 2123 2 204 2316 2 332 2375 
in other currencies S52 561 OVE 570 658 778 907 1 026 af Ove 
Net market size lieoS 1 285 1382 1 430 1 497 W SWwée2 1 676 1) 78%) 1 800 
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International bond issues and bank credits 


millions of dollars 


1983 1984 
By country of borrower 
industriai countries 102 682 177 077 
Australia § 737 § 816 
Austria 1 290 2 254 
Belgium 2 168 1 847 
Canada 8 §71 13 124 
Denmark 3941 4 825 
Finland 1 271 1713 
France 8 626 11 298 
Germany 3197 2165 
Greece 1 291 1 551 
Ireland 1 869 1377 
Italy 4876 6 933 
Japan 14 428 17 526 
Netherlands 1 213 1973 
New Zealand 802 3 208 
Norway 1 969 1 324 
Portugal 1 030 1 796 
South Africa 1 300 1 422 
Spain 4977 4931 
Sweden 7 144 11 256 
United Kingdom 2726 8 899 
United States 20 276 65 054 
Other* 3 950 8 785 
Developing countries 38 258 39 7258 
Latin American countries 15 392 17 464 
Argentina 1 750 4212 
Brazil 4475 6 6498 
Chile 1 406 784 
Colombia - §52 589 
Mexico 5 138 3918 
Venezuela 237 ae 
Other?* 2 035 1312 
Asian countries 12 978 15 893 
India 963 945 
Indonesia 2 383 1 924 
Korea 4 387 6 201 
Malaysia 2197 2 605 
Philippines 878 925 
Thailand 747 1 221 
Other 1 438 2072 
Middle Eastern and African countries 9 686 6 368 
Algeria 1 993 821 
Nigeria 2343 985 
Turkey , 1 106 741 
Other 4244 3 821 
Eastern European countries 1 294 3 244 
Hungary 741 1 386 
Soviet Union 93 1 051 
Other**° = 460 807 
International organizations***”* 16 201 13 287 
By type of instrument and currency 
Internationa( bond issues 78 329 107-411 
Eurobonds 48 501 79 458 
U.S. dollar 38 428 63 593 
German mark 3 817 4 604 
British pound 1 947 3 997 
Japanese yen 212 leaiie: 
European composite units 2019 3 032 
Other 2078 3 020 
Foreign bonds 27 828 27 953 
U.S. dollar 4545 5 487 
German mark 2 671 2 243 
British pound 811 1 292 
Swiss franc 14 299 12 626 
Japanese yen Sine 4 628 
Other 1 730 1 677 
Internationai bank credits 82 074 125 922 
Eurocurrency credits 74 222 112 605 
Foreign credits 7 952 el shal 7e 
Total 158 403 233 333 
"Includes Multinational organizations. **!nciudes unallocated. 


1985 


226 711 
14 407 
2 435 
3 269 
17 184 
3 589 
1 846 
18 773 
3 452 
1 $88 
1 881 
11 033 
21 269 
2 299 
2 707 
3 905 
2 382 
825 
3913 
9 890 
25 424 
69 194 
5 447 


32 139 
8175 
3 700 
1 085 
1 052 

109 
48 

2 121 
18 410 
818 
451 
5 898 
2 220 
925 

1 497 
6 602 


5 614 
1 450 
1 203 
2 960 


§ 236 
1 578 
1 489 
2 169 


- 20635 


167 756 
136 731 
97 782 
9 491 

5 766 

6 $39 

7 038 
10 114 
31 025 
4655 
1741 
958 
14954 
6 379 

2 339 


116 964 
110 317 
6 648 


284 720 
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1986 Jan-Sep 
Jul Aug Sep 1986 
23 785 21 612 27 766 206 924 
448 1117 2 257 13 230 
177 193 584 3 083 
702 142 531 4118 
2 008 1 700 1 130 13 961 
597 1 788 1 096 5 699 
264 403 399 2 363 
3 092 1722 1 444 13 244 
1378 913 1 063 9 020 
140 98 50 952 
1 054 590 100 3 308 
1 365 248 1314 10 800 
3789 2 428 2913 24924 
285 310 395 2 682 
500 309 455 5 138 
789 1 301 356 4 560 
128 390 — 24127 
1 271 50 A208 % 5 441 
287 32 730 6978 
1679 2932 6 759 23 549 
3719 4347 4658 48 479 
135 = 338 3 280 
1 340 1 137 2174 18 010 
152 146 291 2 086 
= — _ “hee 
50 39 _ 69 
_— = 263 313 
102 107 28 1 667 
991 639 1 302 11 276 
34 85 130 949 
25 = = 1 008 
327 50 70 2637 
310 = 543 1 305 
— — = 1016 
295 504 559 4 362 
197 352 580 4 647 
147 52 = 996 
= 250 429 1901 
50 50 152 1751 
1016 73 273 3 580 
256 73 — 1 149 
50 = 223 1 521 
710 = 50 910 
2074 833 1770 13 811 
20 078 18 282 25 391 174 123 
16 977 16 622 22 310 147 680 
9714 12 205 14 225 91 673 
2 281 1 076 1 543 14193 
1 054 739 1 558 10 021 
2079 991 3178 14 066 
445 259 271 5 346 
1 408 1 352 1535 12 381 
3101 1 660 3 081 26 449 
150 = 250 3 064 
— — =— 322 
2 132 1 390 { 875 16 481 
160 111 351 Saas 
659 189 606 2 864 
8 137 5 373 6 591 68 202 
7 162 4626 5 462 61 993 
975 747 1129 6 210 
28 215 23 654 31 982 242 326 


***tncludes COMECON institutions 


52 


1 857 
14 396 
476 
451 
4707 
1713 
925 
1101 
5 023 
3 395 
1 300 


654 
1 942 
4 098 
{ 162 
1191 
1744 


18 721 


121 148 
39 741 
73 382 

4998 
3 806 
4353 
5 278 
325 
21 407 
3 444 
1373 
674 
9140 
5 050 
1 730 
73 422 
74 880 
4542 
200 $71 


"***!ncludes regional develooment organizations. 


Eurocurrency deposit rates 


prime banks’ bid rates, at or near end of month 


Euredoilar 
overnight 
one month 
three months 
six months 
tweive months 


Euro-Canadian dollar 
one month 
three months 
six months 
tweive months 


Euro-French franc 
one month 
three months 
six months 
tweive months 


Euromark 
one month 
three months 
six months 
tweive months 


Euro-Dutch guilder 
one month 
three months 
six months 
tweive months 


Euro-Swiss franc 
one month 
three months 
six months 
tweive months 


Eurosteriing 
one month 
three months 
six months 
tweive months 


Euroyen 
one month 
three months 
six months 
tweive months 


European currency unit 
one month 
three months 
six months 
twelve months 


1983 


Dec 


9.50 

9.69 

9.81 
10.06 
10.38 


9.13 
9.50 
9.75 
10.00 


12.13 
12.19 
12.31 
12.63 


5.25 
5.88 
8.13 
8.38 


1984 


International bond yields 


average yield of several actively traded, high quality issues with a maturity of 7 to 12 years 


at or near end of month 


United States companies 
Euroadollar 
Euromark 
Swiss franc 


European governments 
Eurodollar 
Euromark 
Swiss franc 
European currency unit 


1984 


Dec 


ileco 
6.95 
5.73 


12.04 
(e539) 
5.24 

10.64 


1985 


Dec 


968 
6.73 
5.49 


10.52 
7.03 
4.91 

10.23 


1985 1986 
Dec Apr May ~ Jun Jul Aug Sep Oct 
12.25 6.88 6 81 8.25 6.25 5.88 5.88 Sips) 
8 00 6.81 7.00 6 88 6.38 5.69 §.00 5.81 
7.38 6.75 7.00 6.75 6.38 §.56 §.00 5.81 
7.88 6.75 7.06 6.75 6.38 5.56 §.c0 5.81 
7.94 6.81 lee 6.81 6.50 5.69 6.19 5.38 
9.00 8.38 8.38 8.08 8.06 2.06 7.94 8.c6 
9.00 8.69 8.44 8.38 8.31 8.13 8.19 8.31 
g.00 8.69 850 8.56 8.50 8.50 8.50 8.59 
9.00 8.89 8.75 8.75 8.75 8.63 8.75 8.69 
12.50 Take’ 7.31 Ween Take! Moss 7.38 7 38 
13.00 7.50 7.31 esh 7.19 Pe, 7 88 7.19 
1353 7.50 Waa 7.31 US) 7h (ene 7.38 
12.25 7.38 7.50 7.38 eh 7.38 8.63 7 88 
4.7§ 4.58 456 4.44 4.63 4.44 4.5 4.44 
4.75 4,50 4.56 4.50 4.56 4.31 4.50 4.50 
4.75 4.44 4.63 4.56 4.56 4.31 456 455 
4.81 4.44 4.75 4.63 4.63 4.31 4.63 4.63 
5.75 Cite} 6.13 8.25 5.58 5a 5 Sch] §.31 
5.75 5.50 5.81 6.06 5.44 GF ic! S25 §.31 
5.81 5.38 §.63 5.81 5.38 5.c6 5e25 Sasi 
5.88 §.31 5.63 Bis 5.38 5.06 Sees Sion 
3.88 4.13 4.88 5.00 4.63 4.19 3.81 2.94 
4.00 4.13 4.69 5.08 4.63 4.13 4.06 7S} 
4.00 406 4.56 4.88 4.63 aati 4.¢6 S55 
4.06 394 4.44 4.75 4.63 4.13 4.06 3.81 
11.69 10.81 10.00 10.06 9.94 10.00 10.50 10.31 
11.81 10 38 9.81 9.81 9.94 9.81 10.19 aes 
11.81 9.81 9.69 9.69 9.88 9.63 OMS ised 
11.69 9.50 9.44 9.63 9.94 9.56 10.81 11.06 
7.13 4.94 4.75 469 4.75 Shils! 4.94 4.25 
§.56 4.81 4.75 4.88 4.75 4.75 4.88 4.56 
6.50 4.69 4.81 463 4.69 4.63 4 88 4.56 
6.38 4.69 4.88 4.63 4.69 4.63 4.88 4.55 
9.63 794 wash 7.38 es) Pe) 7.25 7.44 
9.63 7.56 Woah 73h 7.19 7.c6 72 aso 
9.63 7.38 7h ines 7.19 §.88 7 28} fa56 
9.63 719 we 2S) NE §.88 7 @ 7.50 
1986 
Mar Apr May Jun Jul Aug Seo Oct 
8.78 8.93 9.27 9.09 897 860 9.04 3.78 
6.67 §.62 6.74 §.65 Soe) 6.55 6.73 5.66 
5.63 5.65 5.62 5.63 5.56 5.63 5.65 5.67 
9.98 9.86 10.18 10.00 9.97 9.73 9.92 9.35 
6.77 §.82 § 92 6.95 6.81 564 553 5.18 
4.71 469 4 69 4.76 7 466 461 +57 
10.35 10.18 10.20 HOkod 10.02 Oo 10,23 *C.49 
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Central bank discount rates 


at or near end of month 


1983 1984 1985 1986 Current 
Dec Dec Dec Jun Jul Aug Sep Oct Nov 13 effective 
1986 since 
United States 8.50 8.00 7.50 6.50 6.00 5.50 5.50 5.50 5.50 Aug 21, 86 
Canada 9.96 10.09 9.49 8.84 8.51 8.58 8.60 8.55 8.59 Nov 6, 86 
Austria 3.75 4.50 4.00 4.00 4.00 4.00 4.00 4.00 4.00 Aug 19, 8S 
Belgium 10.00 11.00 9.75 8.00 8.00 8.00 8.00 8.00 8.00 May 29, 86 
Denmark 7.00 7.00 7.00 7.00 7.00 7.00 7.00 7.00 7.00 Oct 27, 83 
Finland 9.50 9.50 9.00 7.00 7.00 7.00 7.00 7.00 7.00 May 19, 86 
France 9.50 9.50 9.$0 9.50 9.50 9.50 9.50 9.50 9.50 ‘Aug 31, 77 
Germany 4.00 4.50 4.00 3.50 3.50 3.50 3.50 3.50 3.50 Mar 7, 86 
lretand 12.25 14.00 10.25 10.00 10.00 10.00 10.00 13.25 13.25 Oct 24, 86 
Italy 17.00 16.50 15.00 12.00 12.00 12.00 12.00 12.00 12.00 May 27, 86 
Netheriands §.00 5.00 5.00 4.50 4.50 4.50 4.50 4.50 4.50 Mar 7, 86 
Norway 8.00 8.00 8.00 8.00 8.90 8.00 8.c0 8.00 8.00 Jun 6, 83 
Portugal 25.00 25.00 19.00 14.50 14.50 14.50 14.50 14.50 14.50 Jun 30, 36 
Spain 8.00 8.00 8.00 8.C0 8.00 8.00 8.0 8.00 8.00 Jul 26, 77 
Sweden 8.50 9.50 10.50 8.00 8.00 8.00 7.50 7.50 7.50 Sep 19. 86 
Switzerland 4.00 4.00 4.00 4.00 4.00 4.00 4.00 4.00 4.00 Mar 18, 83 
United Kingdom 9.00 9.38 11.31 9.81 9.81 9.81 9.81 10.81 10.81 Oct 15, 86 
Japan 5.00 5.00 5.00 3.50 3.50 3.50 3.50 3.50 3.00 Nov 1, 86 
New Zealand 7.50 13.50 19.80 16.00 16.60 16.60 1§.70 16.50 17.40 Nov 13, 86 
South Africa 18.50 21.75 13.50 11.50 11.50 11.00 10.50 10.50 10.50 Seo 5, 86 
Argentina? 15.10 18.19 5.00 6.20 6.68 8.79 9.79 10.59 10.59 Oct 22, 86 
Korea 5.00 5.00 §.00 5.00 7.00 7.00 7.00 7.00 7,00 Jui 10, 26 
Philippines 8.05 12.11 11.50 10.04 n.d. na. n.a. na. A.A Jun, 86 
Singapore 7.00 6.75 5.00 5.00 5.00 5.00 5.00 5.00 5.00 Jul, 85 
Thailand 13.00 12.00 11.00 10.00 9.00 9.00 8.00 8.00 8.00 Sep 1, 86 
Venezuela 11.00 11.00 10.00 10.00 10.00 10.00 10.00 10.00 10.00 Mar, 85 
"Percent per month. 
Day-to-day money rates 
monthly averages 
1983 1984 1985 1986 
Dec Dec Dec Mar Apr May Jun Jul Aug Sep Oct 
United States 9.47 8.38 8.27 7.48 6.98 6.85 §.91 6.55 §.16 5.92 5.84 
Canada 8.78 10.50 9.23 11.10 9.58 8.41 8.19 8.38 8.10 8.10 8.38 
Austria 5.75 7.83 7.25 5.00 4.75 4.88 4.88 5.13 Crile! 5.50 na. 
Belgium 7.39 9.12 8.60 7.20 8.867 6.44 5.18 6.34 §.37 - 5.76 §.36 
Finland 16.70 15.07 11.38 clateea 11.20 12.02 10.83 10.80 24.17 13.86 1193 
France 12.27 10.95 9.01 8.52 8.18 7.38 leo 7.28 7205 708 TE 
Germany 5.61 5.62 4.64 4.90 4.76 4.30 4.39 4.61 4.51 4.38 4.38 
Ireland 12.19 14.50 9.62 14.75 12.63 10.50 9.50 9.63 9.75 9.63 na. 
Italy 17.88 17.25 14.75 Nivelio 15.02 13.06 12.34 teeta 11.78 8] Pe) 10,98 
Netherlands 5.84 5.60 5.75 §.72 5.49 6.69 6.06 6.13 §.56 §.31 5.38 
Norway 12.30 12.50 12.40 13.20 13.50 17 00 14.00 14.00 14.00 14.00 14.00 
Spain 16.98 12.18 9.92 tideeS 12.20 12.04 12.03 12.26 12.34 iblet=! 11.68 
Sweden 11.52 11.88 11.83 10.83 11.65 11.30 9.88 9.56 9.52 8.92 n.a. 
Switzeriand 1.88 1.50 2.00 225 ALPS) 2.00 eas 2.25 2.00 2.00 100 
United Kingdom 7.78 6.31 9.72 12.09 8.96 8.55 10.53 8.98 8.70 8.06 11 19 
Australia 4.55 10.98 18.37 16.74 15.06 eee 13.20 13.43 16.42 dijeee. tee alee) 
Japan 6.44 6.41 8.02 5.53 4.70 4.21 4.39 450 4.55 460 4.37 
South Africa 16.06 21.13 WER) tte: 12.00 10.63 10.69 OR75 9.81 9.63 963 
Argentina® 14.65 liveno 4.50 4.50 4.50 4.50 5.00 5.00 7 00 6.00 7 00 
Brazil 184.69 272.02 352.23 See 16 64 15.50 18.30 25.93 35.60 45 58 na 
Hong Kong 13.90 6.80 §.10 6.48 7.81 §.02 6.91 5.95 5.64 4.93 3.2 
Korea 11.40 10.00 8.80 9.70 11 00 10.30 10.00 10.60 9.30 3 50 9 30 
Philippines 31.18 115222 15.03 17.83 15.62 12 43 11.61 10.16 na. n.a. n.2. 
Singapore 7.05 6.01 4.53 4.85 4 82 5 07 4.49 She Shel) 2.26 eve 
Taiwan 7:65 8.07 4.50 3.54 35 S50 4.53 3.50 3350 ae 3.30 


*Percent per month. 
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Treasury bill rates 


bond equivalent yields, at or near end of month 


United States 
Canada 


Belgium 

lrefand 

italy 
Netherlands 
Spain 

Sweden 

United Kingdom 


Austrailia 
Japan 

New Zealand 
South Africa 


Brazil 
Mexico 
Philippines 
Singapore 


1983 


Dec 


9.28 
9.71 


11.00 
12.01 
16.29 

5.83 


179.15 
§3.78 
15.99 

2.59 


Representative money market rates 


bond-equivalent yields on major short-term (mostly 3-4 month) money market instruments 
other than Treasury bills, at or near end of month 


United States 
Canada 


Belgium 

France 
Germany 
lreland 

Italy 
Netherlands 
Portugal 

Spain 
Switze?/and 
United Kingdom 


Australia 
Japan 

New Zealand 
South Africa 


Chile 

Hong Kong 
Indonesia 
Korea 
Malaysia 
Philippines 
Singapore 
Taiwan 
Thailand 


1983 
Dec 


9.89 
9.87 


11.15 
12.19 
8.30 
12.19 
17.88 
6.00 
24.11 
19.00 
3.88 
9.31 


9.05 
6.45 
ils 
19.12 


20.68 
14.88 
19.50 
8.00 
9.80 
15.61 
8.44 
8.07 
16.00 


1984 


Dec 


8.34 
10.10 


10.85 
10.69 
5.75 


1985 


Dec 


8.01 
9.45 


9.89 
9.12 
4.80 
12.00 
15.13 
5.75 
20.71 
10.51 


4.75 © 


12.75 


19.75 

7.03 
20 00 
13.35 


22.42 
6.50 
15.00 
8.00 
8.20 
14.61 
5.88 
4.10 
15.50 


6968 Ail Se AES Se ORs 6- as 0 metoese ee! i Sn ee 
Mar Apr May Jun Jul’ Aug Sep Oct 
6.50 6.24 6.45 6.13 5.93 5.23 5.30 5.25 

10.19 9.02 8.33 8.59 8.26 8.33 8.35 8.30 
9.89 8.36 7.71 7.45 7.45 7.45 7.45 7.48 

12.08 9.69 8.76 9.16 10.13 10.65 10.61 na. 

12.74 12.03 10.93 10.50 10.44 10.39 9.71 9.87 
§.58 8.88 6.50 5.88 5175 4.75 5.63 5.38 
9.25 9.25 nt. n.t. n.t n.t. n.t. n.t. 

10.63 10.19 9.90 9.85 9.29 9.25 8.66 n.a. 

11.04 10.09 9.56 9.52 9.76 9.56 9.93 10.85 

14.88 12.84 12.78 12.38 14.98 17.20 lipo 16.18 
3.90 <« 3.39 3.39 3.39 3.39 3.39 3.39 3.39 

21.64 20.41 17.34 15.64 16.75 n.a. n.a. n.a. 

11.97 11.58 11.02 10.75 10.22 9.51 9.20 9.17 

15.40 16.79 15.90 18.60 26.30 36.00 42.00 45.00 

78.78 80.84 80.74 88.50 n.t n.t. et n.a. 

23.56 19.65 15.79 14.67 14.59 na. n.a. n.a. 
2.84 2.58 2.35 2.42 2.54 2.15 2.01 1.99 
1986 
Mar Aor May Jun Jul Aug Seo Oct 
7.34 TAWA 6.69 6.80 6.39 5.65 5.96 5.81 
10.80 8.85 8.65 8.65 8.55 8.35 8.50 8.45 
8.52 8.11 itl 7.40 7.40 7.40 7 ee 7 ae 
8.37 7.50 7.24 7.24 aes 1S) 7.43 7.50 
4.65 4.60 460 4.55 4.65 4,30 4.40 4.60 
14.63 10.75 10.25 9.25 10.75 10.63 WAS na. 
1§.00 12.75 AS! 12.25 11.38 11.00 n.a. n.a. 
5.50 5.56 6.00 6.19 5.56 ees 5.44 5.44 
18.75 17.76 17.07 n.a. na. na. n.a. n.a. 

11.59 2teu 11.63 12.06 12.51 12.18 1) Bs Wat ea 
4.06 4.50 4.69 5.50 4.88 4,25 4.25 4.19 
11.06 10.13 9.69 9.75 9.88 9.63 10.38 tataake 
16.20 16.10 14.85 14.80 15.10 diario 17.85 16.45 
5.16 4.53 466 4.64 4.65 4.53 4.75 4.54 
22.30 21.30 16.10 Wr Ke) 16.80 16.30 16.50 16.50 
1235 11.95 W225 10.80 10.55 9.35 9.55 9.65 
14.03 19.56 12.68 14.08 15.39 ie 12.68 20.98 
7.25 7.81 6.02 8.75 6.31 5.00 5.25 4.38 

20.25 16.50 16.00 15.00 15.00 14.00 14.50 14.25 
8.00 8.00 8.00 8.00 8.00 8.00 8.00 8.00 
8275 15.00 9 80 10.00 9.80 inbares} 12.00 9.50 

26.45 19.32 14.57 12.28 12.47 n.a. n.a. ‘ouek 
5.00 4.94 5.06 4.88 4.31 3.94 3) 2S 2.94 
3.37 3.99 3.58 3.68 Chis 2.81 2.65 2.65 
10.00 10.00 9.50 8.50 8.00 8.00 faa0 TO 
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Commercial bank deposit rates 


at or near end of menth 
1983 1984 1985 1986 


I 


Dec Dec Dec Mar Ape May Jun Jul Aug Sep Oct 
United States 9.70 3.35 7.78 7.16 6.55 6.82 6.65 6.33 5.47 5.80 S75 
Canada 9.82 10.05 9.40 10.75 8.80 8.60 8.60 8.50 8.30 8.45 8.45 
Austria 6.50 7.50 6.50 5.50 4.88 5.19 §.13 5.13 §.13 5.75 na. 
Belgium 11.25. 10.63 9.63 9.63 8.13 7.31 7.19 tees 7.19 7.25 7.31 
Denmark 6.00 6.00 7.00 6.00 8.00 8.00 8.00 6.00 6.00 6.00 §.00 
Finland 5.25 5.25 4.78 3.75 3.75 2.75 2.75 2.75 e5 2.75 gfe 
France 7.88 7.04 6.12 5.88 §.72 4.50 4.50 4.50 . 4.50 4.50 4.50 
Germany 5.90 5.25 4.40 4.15 4.35 4.35 4.38 4.45 4.45 4.40 4.50 
Ireland 11.75 14.63 11.87 14.50 10.75 10.00 10.00 . 10.00 10.00 10.50 12.00 
lealy 13.25 11.84 11.85 11.75 na. fn.a, na. fa. n.a. na. na. 
Netherlands ~ 6.13 5.69 5.81 §.38 5.44 5.88 6.06 5.44 5.19 5.31 Ch 
Norway 12.75 12.75 12.00 12.25 12.25 12.25 13.00 13.00 13.00 13.00 13.00 
Portugal 21.50 28.00 20.00 20.00 18.50 18.50 1§.50 1§.50 15.50 15.50 na. 
Spain 12.82 11.84 9.84 9.11 9.42 9.20 9.04 8.83 8.89 8.78 n.a. 
Sweden 11.70 11.45 12.18 ,11.00 10.65 10.60 10.10 9.80 9.70 9.27 na. 
Switzerland 3.50 4.50 4.50 3.31 4.25 4,44 §.25 4.63 4.00 4.00 3.94 
United Kingdom 9.31 9.88 11.75 11.66 10.13 9.69 9.63 9.88 9.63 10.37 Te] Ske 
Australia 10.40 12.75 18.80 16.13 14.68 14.21 14.00 14.46 16.68 17.82 16.71 
Japan 6.40 6.38" 7.05 S32 4.80 4.90 4.65 4.70 4.80 4.95 4.63 
New Zealand 11.75 1§.25 19.98 20.56 20.18 16.42 15.10 16.47 16.57 1§.50 16.60 
South Africa 20.13 22.88 13.20 12.60 12.00 11.40 11.00 10.80 9.75 9.50 9.75 
Argentina* 14.50 31.23 §.40 4.50 4.34 4.25 4.28 4,48 6.18 6.94 7.65 
Brazil 23.00 27.00 18.00 21.00 21.50 26.00 29.00 30.00 42.00 44 00 49.00 
Chile 20.57 20.68 23.60 16.30 19.98 13.62 15.94 16.49 13.62 16.49 20.70 
Hong Kong 14.88 8.25 8.50 Ye 7.81 8.02 6.75 6.31 5.00 5.25 4.38 
Korea 7.860 6.00 6.00 8.00 6.00 6.00 6.00 6.00 8.00 8.00 6.00 
Malaysia : 7.75 9.58 7.00 7.00 7.00 7.00 7.00 7.00 7.00 7.00 7.60 
Mexico 57.15 47.45 72.90 79.55 80.20 80.00 85.50 87.50 87.50 94.30 n.a. 
Philippines 14.96 31.01 12.34 14.17 12.37 14.63 11.56 10.12 na. na. na. 
Singapore 7.44 6.13 §.26 4.94 4.76 4.94 4.82 4.26 3.88 3.19 2.88 
Taiwan 7.00 6.50 §.25 475 4.50 4.50 4.50 4.50 4.25 4.50 4.00 
Thailand 10.00 13.00 10.50 19.50 8.50 8.50 8.50 7.50 6.75 §.75 675 
Venezuela 12.00 12.50 8.00 8.00 8.00 8.00 9.00 9.00 9.00 8.00 8.00 


"Percent per month. 


Domestic government bond yields 


long-term issues, at or near end of month 


1983 1984 1985 1986 

Dec Dec Oec Mar Aor May Juan Jul Aug Sep Oc? 
United States 12.00 11.81 9.49 7.50 7.70 8.37 7.79 7.88 7.51 7.95 7.84 
Canada 12.02 11.68 10.04 9.54 9.32 9.52 9.42 9.36 9.16 9.44 9.53 
Austria 8.02 8.04 7.81 7.63 9.00 7.14 7.19 7.20 Ua - 7.06 n.a 
Belgium 11.89 11.56 9.60 8.41 7.46 7.93 7.86 7.47 7.24 7.36 n.a. 
Denmark 12.96 14.60 9.67 9.26 8.63 10.17 10.17 10.64 11.24 eet 11.16 
Finland 11.16 - 10.73 10.58 8.77 8.89 8.27 8.27 8.25 8.15 TS 7.90 
France 13.96 12.70 11.33 9.19 8.53 8.58 8.65 8.55 8.05 8.51 n.a. 
Germany 8.38 Thales 6.57 6.21 5.78 6.31 6.17 6.07 5.95 6.26 6.44 
lrefand 14.25 14.90 11.84 9.35 8.57 9.17 9.31 10.33 n.a. 12.46 n.a. 
italy 17.69 14.52 13.66 13.35 Were 10.87 10.83 11.06 10.81 na. na. 
Netherlands 8.58 Tae 6.96 6.44 6.15 6.39 6.38 6.22 §.03 6.04 6.22 
Norway 12.50 12.00 13.10 12.80 12.80 12.80 13.10 13.42 13.40 13.40 13.40 
Portugal PPL 22.23 na. n.a. n.a. na. n.a. n.a. na. na. na. 
Spain iiees 13.93 12.30 12.22 12.086 aliaste} 10.98 11.52 nly 11.10 tLOmuS 
Sweden 12.30 12.04 licedul 10.81 9.81 10.06 9.79 9.76 9.63 9.49 fa. 
Switzeriand 4.53 4.60 442 4.16 4.24 4.39 4.43 4.39 4.26 4.26 4.19 
United Kingdom 9.94 10.25 10.35 8.75 Guys! 9.11 9.32 9.45 9.31 10.31 10.40 
Australia 13.65 13.50 14.85 12.60 12.25 12.65 12.95 14.02 14.10 13.85 13.46 
Japan 7245 6.47 5.92 4.67 4.79 Cusiry 4.90 4.83 4.57 +65 4.95 
New Zealand 10.50 16.90 17.00 18.90 18.80 15.50 15.40 16.20 15.90 15.35 15.20 
South Africa 13.64 16.55 18.09 17.65 17.40 17.09 16.99 16.00 14.03 15.24 LS. SS 
Philippines 14.47 18.54 n.t. n.t. n.t. nt n.t. n.t. n.a. na na. 
Venezuela 13250 14.00 12.00 12.00 12.00 12.00 12.00 12.00 12.00 12.00 12.CG 
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Commercial bank lending rates to prime borrowers 


at or near end of month 


1983 1984 1985 1986 


Dec Dec Dec Mar Apr May Jun Jul ~=—-Aug Sep Oct 
United States 11.00 10.75 9.50 9.00 8.50 8.50 8.50 8.00 7.50 7.50 7.50 
Canada 11.60 11.25 10.00 12.00 11.25 10.25 10.25 9.75 9.75 9.75 9.75 
Austria 9.25 9.25 9.00 9.25 9.25 9.25 9.00 9.00 9.00 9.00 f.a. 
8elgium 13.75 14.00 11.50 11.50 10.50 10.50 9.75 9.75 9.75 9.75 9.75 
Denmark 10.00 10.50 8.50 7.50 7.50 7.50 7.50 7.50 8.00 8.00 8.00 
Finland 10.18 10.68 10.37 9.49 9.49 8.78 8.82 8.78 8.79 8.77 n.a. 
France 12.25 12.00 10.60 10.60 10.10 9.60 9.60 9.60 9.60 9.45 9.45 
Germany 7.75 7.78 7.25 6.75 6.75 6.75 6.75 6.75 8.75 6.75 6.75 
Ireland 13.75 15.75 12.50 17.50 14.50 13.50 12.25 12.25 12.25 12.25 Whe 
Italy 18.75 . 18.00 15.88 18.00 15.25 14.50 13.50 13.50 13.50 13.00 13.00 
Netherlands 7.00 6.25 6.25 6.00 6.00 7.00 6.75 6.50 5.88 5.88 5.38 
Norway 13.50 13.00 12.40 Reus 13.75 14.75 15.50 15.25 1§.25 Sen 15.38 
Portugal 30.00 29.00 22.50 22.50 21.00 21.00 18.00 18.00 18.00 18.00 n.a. 
Spain 17.31 15.84 14.75 14.58 14,52 14.50 14.44 14.37 14.36 14.29 14.25 
Sweden 13.50 14.50 15.05 13.00 12.75 12.75 12:75 WL zAS 12.75 ile) n.a. 
Switzerland 6.00 6.00 6.00 6.CO 6.00 5.75 S75 S745) Quis) Seis Sao) 
United Kingdom 9.00 9.50 11.50 11.50 10.50 10.00 10.00 10.00 10.00 10.00 11.00 
Australia : 12.75 14.00 21.00 19.75 19.00 18.25 18.00 ieee 18.50 19.00 18.75 
Japan 5.89 5.70 Al §.42 5.18 4.95 4.71 4.57 5.24 5.24 n.a. 
New Zealand 11.00 14.00 21.00 21.00 22.00 21.00 18.c0 17.00 16.50 17.00 17.c0 
South Africa 20.00 24.00 16.50 1§.50 1§.50 14.50 14.50 14.50 14.00 13.50 13.50 
Argentina* 15.50 32.05 7.30 5.25 4.80 5.52 Gusto} §.57 7.70 8.62 8.70 
Brazil 24.00 31.00 19 00 21.6 22.50 26.00 29.00 32.00 44 00 46.00 51.00 
Chile 30.30 60.82 33.34 31.76 - 31.99 30.60 29.38 28.77 26.38 PBS} 27.20 
Hong Kong : 13.50 11.00 7.00 8.00 8.00 7.50 7.50 7.50 6.50 6.50 6 50 
Indonesia 19: 7D coe oO 18.75 20.60 19.50 19.00 19.00 18.75 18.75 18.75 18.25 
Korea 10.00 10.00 10.00 10.00 10.00 10.00 10.00 10.00 10.00 10.00 10.C0 
Malaysia 2 11.00 12.00 10.50 10.50 10.50 Wekete) ~ ICL) 10.50 10.50 10.50 10.50 
Mexico 56.44 47.54 65.66 71.79 73.48 75.02 76.97 81.36 84.40 87.72 n.a. 
Philippines 18.00 44.60 n:t n.t. natal n.t. mate n.t. n.a. n.a. n.a. 
Singapore 8.98 9.40 7 20 7.18 WAS We TENG 7.05 6.83 §.45 5.28 
Taiwan 10.25 10.00 9.50 9.00 9.00 9.00 9.00 9.00 9.00 9.00 3.C0 
Thailand 16.00 -. 16.50 15.50 14.00 14.00 14 00 14.00 een 12.00 12.00 12.00 
Venezuela 16.00 16.00 13.00 13.00 13.00 13.c0 14.00 14.00 14.00 13.00 S80) 


*Percent per month. 


Domestic corporate bond yields 


long-term issues, at or near and of month 


1983 1984 1985 1986 . 

Dec Dec Dec Mar Apr May Jun Jul Aug Seo Oct 
United States 12.863 os) 10.15 8.83 9.00 9.20 9.00 9.25 8.63 9.00 9.00 
Canada 12.89 12.42 10.74 12.46 12.24 10.35 10.10 10.19 10.00 10.32 10.39 
France 14.35 12.94 11.76 1013 9.82 9.44 9.85 9.12 8.37 8.92 n.a. 
Germany 8.30 7.20 6.90 6.70 6.60 6.40 6.50 6.60 6.40 6.30 6.40 
Netherlands 8.51 Feon fee 6.53 n.t. n.t. n.t. n.t. nats n.t. mets 
Norway 13.25 ZL 14.00 14.00 14.00 14.00 14.25 14.90 15.00 15.50 15.50 
Spain 20.07 18.32 14.92 14.40 13.91 13.99 cecal 1a222 13.68 13.38 iey24 
Sweden Hideo 121383 oeeo 11.99 10.93 St Bel 11.04 10.88 10.99 10.82 n.a. 
Switzeriand 4.92 5.09 4.93 4.64 4.98 4.77 4.83 4.84 aia 4.77 4.73 
United Kingdom 11.57 11.64 11.47 9.96 9.80 10.05 10.32 10.49 10.32 10.31 10.40 
Japan 7.09 6.21 6.90 5.40 5.14 5.20 5.14 4.74 See n.a. n.d. 
Korea 14.20 15.00 13.60 12.40 12.40 12.80 12.80 12.90 12.80 12.380 12.30 
Venezuela 18.00 18.00 17.00 17.00 17.00 17.00 17.00 17.00 17.C0 Liao ti.O 
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International capital flows: 
profound changes observed 


n its 55th Annual Report, the Bank 

for International Settlements noted in 

June 1985 that “in addition to the 

profound changes in the geographical 
pattern of international capital flows, a 
prominent feature of the international 
financial developments of recent years 
which became particularly evident in 1984, 
has been the change in the composition and 
forms of financial intermediation. The main 
components of these changes have been: a 
decline in the importance of more 
traditional forms of international bank 
lending such as syndicated loans; a gain in 
the importance of securities markets; a 
proliferation of financial innovations and an 
increase in the role of off-balance sheet 
items, such as back-up facilities and 
guarantees, as a source of bank income; and 
— as aresult of these various developments 
— a blurmng of the borderlines between 
bank credit and capital markets, between 
the domestic and the international markets 
and between financial intermedianes and 
thei customers.” This paragraph succincily 
summanises developments in the financial, 
capital and banking markets that have been 
. emerging in the 1980s. 

The bank ascnbes these changes to a 
number of factors including the internanonal 
debt cnisis, the disappearance of the OPEC 
surplus, the appearance of substantial 
financial surpluses in Europe and Japan, 
and the increasing volatility of interest rates 
and exchange rates. However, besides 
macro-economic trends there have been 
other factors at work, reflecting changes in 
the regulatory framework and the 
competitive environment. The bank goes on 
to state that “almost all national markets 
with international counterparts have been 
affected, although the changes in quesuon 
Nave been very different from country to 
country. In some instances, they took the 
form of tax reductions, in others, the 
aboliuion of exchange controls, in yet others 


a breaking-down of the customary distinc- 
tion between the types of activity in which 
different categories of financial intermediary 
are permitted to engage. These liberalisason 
and deregulation measures have had several 
consequences for the nature of the business 
that banks and non-banks are wuling, and 
able, to conduct. They have, in particular, 
led to greater competition between financial 
institutions and a consequent decline in the 


-margins of intermediation for the most 


creditworthy borrowers.” 

The changes that have taken place in 
the Pacific region have been particularly 
notable and seem certain to lead to increased 
competition, a narrowing of margins on 
financial services and doubts over the 
traditional role and viability of some 
activities carried out :n the financial centres 
of the region. Within the last two years, 
Major initiatives have been taken to 
deregulate the financial framework of 
Australia and New Zealand, while on the 


other hand, efforts are being made to 


tighten up the regulatory framework of the 
two traditional financial centres, Hong 


_ Kong and Singapore. The latter two, while 


undergoing changes apparently contrary to 
general developments elsewhere, have, 
nevertheless, also been adapuny to changing 
demand and developing thew role as 
financial centres. 

Over and above these developments, 
the most important change as far as both 
regional and global financial markets are 
concerned has been the steady and quite 
unexpected progress made by Japan since 
May 1984 to liberalise its financial markets, 
deregulate its interest races and internanonalise 
its Currency. It is the advance of Japan and 
its institutions towards a more major role in 
the international financial community than 
played hitherto that poses either the single 
most important threat to the future of Hong 


Kong and Singapore as international . 


financial centres, or the single most 


—LO2n 


important opportunity. The ability of both 
to respond to such competition will depend 
upon the further progress made by Japan, 
the flexibility of the two other centres and 
the perception of the international financial 
community in reaching a conclusion as to 
where their business is best carried out in 
future. 


Financial dereguiation 
Gradual financial deregulation has been 
under way in Japan over the last decade, but 
the process received a major impetus from 
the abolition of exchange control in 1980 
and the subsequent expansion of capital 
outflows. Nevertheless, the thrust towards 
developing Japan as a major financial centre 
and increasing the use of the yen as an 
international currency has developed apace 
following the report of the Ad Hoc Yen 
Group on the Yen/Dollar Exchange Rate, 
Financial and Capital Market Issues, which 
was delivered in May 1984. Since then, the 
Japanese authorities have followed a three- 
pronged course of action to liberalise, 
deregulate and internationalise. Thus, in 
general terms, markets in Japan have . 
gradually been liberalised from controls 
through the deepening and broadening of 
the CD market, development of the T-bills 
market, introduction of a yen bankers’ 
acceptance market, a foreign commercial 
paper market and measures to umprove the 
functioning of the bond market. Further 
changes are expected in terms of the 
development of a short-term bond market. 
Hand in hand with these money and capital 
market developments, interest rate deregu- 
lation has led to the removal of controls on 
large deposit interest rates and the introduc- 
tion of money-market certificates. The 
thomy probiem of small deposit interest rate 
deregulation ts still to be tackled. 
However, perhaps the most important 
development in terms of Japan’s progres- 
sion as a competitor in the financial arena 
has been the authonues’ commitment to 
expansion of the Euroyen market and 
increased use of the yen as a reserve 
currency. The various measures to develop 
the Euroyen CD, bond and lending markets 
have not, as. yet, spawned much growth in 
business as some residual controls remain in 
place. But the authonties have at least 
moved quite rapidly in the nghr direcuon in 


the Euroyen markets, and now seem likely 
to approve the establishment of an offshore 
banking operation in Tokyo, based on 
business in foreign currencies. _ 
Elsewhere within the region, similarly 
momentous changes have occurred in the 
smailer markets of Australia and New 
Zealand. Since the election of the Labor 
government in the former in March 1983, 
exchange contro! has been abolished, the 
Australian doilar floated, ail interest rates 
other than on housing and small overdrafts 
dereguiated, controls on_ institutional 
invoivement in the bond markets lifted, 40 
foreign exchange dealing licences issued and 
16 foreign banks admitted to the financial 
system. The pace of deregulation under a 
Labor government has been rapid but has 


been almost surpassed by that of the Labour ~ 


government in New Zealand. Though the 
previous National Party government had 
issued 15 foreign exchange licences in order 
to capitalise on New Zealand’s two-hour 
time advantage over other Far Eastern 
centres, the election of a new government in 
July 1984 heraided tremendous change. 
Interest rates were immediately dereguiated, 
exchange controls were abolished in 
December 1984 and the New Zealand 
dollar was floated in March 1985. Such 
changes, along with tax reform in both 
Australia and New Zealand, point to 
increasing competition from these two 
countries in the provision of financial 
Services. 

Yet, while the thrust elsewhere in the 
region has been towards deregulation and 
reform, the traditonal financial centres of 
the Pacific region have edged in the opposite 
direction. Hong Kong, deemed by some to 


be the third financial centre of the worid - 


after New York and London, has graduaily 
moved towards a change in taxation. in 
regard to offshore activities of local or 
locally represented companies that may end 
their previous tax-free status. Moreover, 
corporation tax has been raised, though it 
remains at an attractive 18.5 per cent rate. 
Furthermore, in the wake of the domestic 
financial difficulties of the 1982-84 period, 
banking supervision and regulation is to be 
tightened, which may also reduce Hong 
Kong’s appeal as an offshore banking 
centre. Meanwhile, the shake-up in the 
Monetary Authonty of Singapore (MAS) in 
1981 resulted in a gradual increase in 
supervision of the local money-market and 
foreign exchange market. While tax changes 
and tax holidays have been instituted to 
encourage offshore business, the authorities 
have maintained firm control of local 
Singapore dollar business and have 
prevented any moves to internationalise the 
currency. The authonties’ feelings as regards 


such developments were summed up by 
Goh Keng Swee, previously Deputy Prime 
Minister and now Deputy Chairman of 
MAS, when he said, “We have no intention 
of internationalising the Singapore dollar. 
When we talk of being an international 
financial centre, we must distinguish our 
position from London and Zurich. They are 
international centres in their own right. We 
are not. Imagine if S$3 billion had been 
loaned, say, to the Philippines. We would 
not get it back.” 

Differing policies within the region 
appear to be aimed at winning different 
types of business. Nevertheless, competition 
is undoubtedly increasing. What then are 
the likely prospects for the individual 
markets? 


Rising competition 

It is worth considering, in the first instance, 
those factors that led to the pre-eminence of 
Hong Kong and Singapore, before estima- 
ting the likely impact of rising competition 


° 


on their business. Some have argued that 
Hong Kong and Singapore developed by 
defauit, as the obvious market centre, 
Tokyo, was too heavily reguiated and 
subject to exchange control. But this tends 
to overiook the natural advantages of both 
_centres. Besides their position in the nght 
time zone of the 24-hour financial system, 
both are geographically central within the 
“respective areas of the north and south of 
the Pacific rim. Also, both have developed 
sophisticated and efficient communications 
networks, encouraged financial enterprise 
with low tax rates or no tax at all, presented 
an unregulated business environment (for 
offshore activities in Singapore) and use the 
English language, thus fitting in weil with 
the development of New York and London. 
Perhaps the most important point is that 
Singapore and Hong Kong have developed 
and risen to predominance along with the 
hegemony of the Eurodoilar market. They 
have effectively become the Asian end of 
that market, with Hong Kong developing as 


Bond. markets 
(US$ billion) 


1982 
All issues new and refunding 
USA 
State and local 780s 
Corporate 53.4 
Federal 192.3 
Government agencies 49.2 
Total 372.2 
Gross issues FY1982 
Japan 
State and local 9.9 
Government-guaranteed Zoro 
Government 72.3 
Corporate 5.3 
Bank debentures 65.7 
Total 177.0 
Gross issues 1982/83 
Australia 
Commonwealth 9.8 
State and local 3.9 
Total 13.7 
Gross issues 1982 
South Korea 
Publie sector : Se3 
Corporate 2.9 
Commercial paper 2.9 


Total 9.1 
| hi) 5 


Amount | 
1983 1984 . outstanding | 
| 
| 
. 86.1 107.6 547 
64.0 108.3 653 
246.0 325.6 873 
34.8 41.1 n/a 
430.9 582.8 2073 
Amount | 
FY 1983 FY1984 outstanding | 
11.5 11.6 oun3 2 
25.3 25.9 159 | 
78.1 74.5 482 | 
6.5 9.5 hy} 
73.3 80.38 156 | 
199.7 201.3 931 
Amount 
1983/84 1984/85 outstanding 
12.9 7.4 1720 
ew 2S 11.6 
15.1 9.7 28.6 
Listed 
1983 1984 amount 
2.5 2.8 : 
1.9 233 1321 
4.1° 5.8 
8.5 10.9 . 
} 


acentre for syndicating loans and Singapore 
as a centre for funding of loans. 

Both have come under some threat 
with the move away from syndications and 
the move towards securitisation, though 
capital markets divisions are being 
established by financial organisations in 
each centre, with FRN, commercial paper 
and fixed income business being stressed. 
Nevertheless, the Far East has proved to be 
a gap in development of a 24-hour 
Eurobond market and both centres lack a 
developed local bond market which would 
have helped to build expertise in bond 
trading. This has been the result of a lack of 


primary bond issues by the government in 


Hong Kong (1975 and 1984 being the only 
two years of issue in the last decade) and the 
practice of the Central Provident Fund 
absorbing Singapore’s primary bond issues 
such that a secondary market has not 
developed. Though the MAS intends to 
encourage development of a secondary 
market in the latter, this could be one 


Financial markets 
(US$ billion) 


USA 

Commercial paper 
Bankers acceptances. 
Treasury bills 
Certificates of deposit 


Total 


Japan 

Certificates of deposit 

Cail money 

Discount market 

Gensaki market \ 


Total 


Australia 

Treasury notes 

Bankers acceptances/endorsements 
Bills discounted (by banks) 
Certificates of deposit 


Total 


Hong Kong (Money-market funds) 
Demand and call 

Short-notice 

Time deposits 


Total 


Singapore 

Money at cail with discount houses 
Bills discounted by banks 

ACU Interbank funds 

Treasury bills 

Billa discounted by discount houses 
Certificates of deposit 


Total 


fmancial sector in which Hong Kong and 
Singapore begin to suffer from increasing 
competition. 

Deregulation in Japan is opening up 
major markets in which financial organisa- 
tions wish to operate, with local financial 
instruments that.can be marketed globally, 
rising domestic demand for international 
financial instruments and tremendous 
“capital clout” in global banking, financial 
and capital markets. In this respect, the 
relative size of the open market economies 
is instructive, with Singapore representing 
only 1.5 per cent of Japan’s GNP, New 
Zealand around 2 per cent, Hong Kong 2.5 
per cent and Australia some 14 per cent. A 
comparison of bond, financial and equity 
markets in the region along with banking 
activities (though not offshore banking) 
underlines-the scope for Japan to become 
the major financial market centre of the 
region (see tables’). Indeed, if the 
Japanese authorities are successful in 
expanding the Euroyen markets, the raison 


Amount outstanding 


End-1983/ End-1984/ 
Mid-1984  Mid-1985 

188.3 239.1 
73.3 75.2 
343.8 374.4 
85.6 57.4 
696.0 746.1 
34.1 43.8 
26.1 26.9 
21.1 32.1 
15.6 14.9 
96.9 117.7 
1.8 2.4 
8.0 7.0 
8.9 5.7 
3.1 2.7 
19.8 17.3 
2.2 2.2 
4.8 5.5 
22.1 26.7 
29.1 34.4 
1.0 Ll 
1.8 1.9 
SY. 79 40.1 
0.6 Onx 
Ors 0.3 
0.1 0.1 
39.0 44.2 
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d’etre for Hong Kong and Singapore to 
continue their role as Asia doilar markets 
may be threatened. Even though Euroyen 
CDs have been made available in the two 
centres, it seems unlikely that two offshore 
centres could exist in such close proxumuty to 
Tokyo ina global Euroyen market, or that 
yen funding would be deemed a viable 
activity when Tokyo is so close. One factor 
weighing heavily in Japan’s favour when 
funding is considered is the prevailing eve 
of interest rates there. Even if dereguiauon 
leads to a rise in the interest rate structure; 
Japanese rates are still expected to remain 
favourable compared to those in Hong 
Kong and Singapore, and certainly with 
respect to US rates. Do all signs, therefore, 
point to Tokyo? 


Barriers in Japan 

Despite the progress made so far by Japan 
in deregulating, liberalising and internation- 
alising, there remain barmers that may 
inhibit Tokyo’s blossoming as a financial 
centre. The offshore banking centre 
proposed for Tokyo would be free of 20 per 
cent withholding tax, but the effective 
corporate tax rate (including local taxes) of 
58 per cent does not compare favourably 
with the 46 per cent rate prevailing in the 
New York International Banking Faciliry or 
the current 40 per cent rate in London, 
destined to fall to 35 per cent. Neither does 
it compare favourably with Hong Kong and 
Singapore. Moreover, “administrative 
guidance” remains strong in Japan, 
“prudential ceilings” remain on open 
foreign exchange positions, limiting the 
growth of that market, and difficulties 
remain over the separation of banking and 
securities business under Article 65 of the 
Securities and Exchange Act. 

Japanese banks and securites 
companies are now major global forces with 
the former accounting for 23.5 per cent of 
international lending in 1984 compared with 
28 per cent for US banks, and the latter 
rivalling the biggest US companies. Some 80 
per cent of the banks and secunties firms in 
Japan see Tokyo becoming a major 
financial centre to nval New York and 
London according to a Ministry of Finance 
poll, though obstacles to this development 
were deemed to be the weakness of the 
short-term financial market, insufficient 
liberty in the foreign exchange and capital 
transfer markets along with the practice of 
rigid administrative guidance by the 
Minstry of Finance and Bank of Japan 
(BoJ). Moreover, an executive director of 
BoJ, Ohta, says, “Japan lacks infrastructure 
— particularly in personnel, including the 
legal and accounting fields — necessary to 
be a major world financial centre. The 


Japanese will have to put in considerably 
more effort if they want to make Tokyo a 
genuinely leading financial centre.” In the 
meantime, perhaps the flexibility of Hong 
Kong and Singapore wiil enable the two 
centres to enhance their positions. 


Poiitical and policy risk 

The Sino-British joint deciaration on the 
future of Hong Kong states that, as a Special 
Administrative Region, the territory will 
retain its markets for gold,- foreign 
exchange, securities and futures, that free 
flows of capital will be permitted and that 
the local doilar will continue in circulation 
as a convertible currency. Nevertheless, 
fears continue to be expressed over the long- 
term future of Hong Kong in the event of a 


political upheaval in China or a reversal of | 


the ‘Four Modernisations’ economic 
programme. Moreover, while Hong Kong’s 
future as a gateway for China has been 
confirmed, a recent article that emanated 
from People’s Bank indicated that Hong 
Kong’s linkages were seen as being with 
Shenzhen and Guangdong, province rather 
than the country as a whole. Indeed, claims 
for Shanghai, Guangzhou, Fujian and 


Wuhan to become financial centres of the. 


future have been made. Such suggestions 
may seem far-fetched given the lack of 
infrastructure and communications in such 
Cities, but perhaps this highlights the debate 
within the Chinese hierarchy over the future 
of Hong Kong and the dislike for the 
perceived arrogance of its inhabitants by the 
Chinese leadership. 

This apparent political risk, coupled 
with the move towards increased surveilance 
and the limitations of Hong Kong’s internal 
resources, have raised some doubts over the 

_ territory’s future. However, it is notable that 
Singapore has apparently failed to win 
_much business from Hong Kong, even 


Equity markets 


during the most turbulent times of 1982 and 
1983. This can perhaps be best ascribed to 
the perceived policy risk in Singapore. For 
although the authorities have extended tax 
holidays to attract syndicated loan business 
and make offshore fund management tax- 
exempt, and while Singapore has avoided 
the worst excesses of the financial crises seen 
in Hong Kong (though a property crisis is 
currently under way), reservations continue 
to be expressed over the regulatory function 
of ths MAS and its poor record of com- 
munications with the financial community. 
The expulsion of Jardine Fleming 
from Singapore in 1984 undoubtedly 
damaged the confidence of the international 
financial community and its attitude to the 
republic. Moreover, Singapore may need to 
actively switch to other areas of business if 
syndicated lending to the region siows, given 
the debt problems emerging in Malaysia, 
Thailand and Indonesia, along with the 
crisis in the Philippines. Indeed, the doubts 
over Singapore’s hinterland have contrasted 
sharply over the last 12 months with the 
confidence in Hong Kong’s hinteriand. 


China 


It has been.said that for: many banks in - 


Hong Kong, regional opportunities consti- 
tute the sole reason for their presence. There 
has been a rising tide of entrants to the Hong 
Kong markets as the opportunities of doing 
business with China caught the imagination 
of the Western world. So far, most China- 


related business has been in trade financing. 


and lending to the tourist industry. Leasing 
has also flourished as it constitutes less of a 
drain on China’s foreign exchange reserves 
than purchases of capital equipment, and 
benefits from a 50 per cent duty exemption. 
With a view to the future, there are now 63 
representative offices of banks in China. It 
has been estimated that such offices cost 


Banking 


(US$ billion) 
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$500,000 million per annum to run. Thus, 
the banks would need to make US331.5 
million in profit just to break even. On 
current margins this would necessitate $4.2 
billion-$6.3 billion in loan business being 
written annuaily. Needless to say, nothing 
like this amount of business is being 
undertaken. 

The policy shift within China has also 
taken some of the attraction out of the 
market, particularly the downgrading of the 
open coastal cities from 14 to four, the 
firmer control of foreign exchange reserves, 
the clamp-down on imports of consumer 
durables and the doubts expressed by the 
leadership over the success of the Special 
Economic Zones like Shenzhen. Neverthe- 
less, the financial community continues to 
believe that opportunities will arise in China 
over the long term. So far, some 60 per cent 
of China’s capital requirements have 
probably been funded through Hong Kong. 
Even with a slowing in the rate of economic 
development in China, the prospects of 
business on the mainiand seem set to add to 
Hong Kong’s allure. 


Balance of probabilities 

While barriers still exist to the complete 
development of Tokyo as the region’s mayor 
financial centre, the balance of probabilities 
points to its importance increasing. with 
Hong Kong and Singapore both suffering 
to some extent from the competition. But, 
particularly in the light of opportunities that 
still exist in the hinterland of both centres, 
particularly Hong Kong, their natural 
advantages and traditional strengths, 
coupled with development of new markets 
and stress on regional fund management, 
seem likely to maintain ther importance if 
not their predominance. Increasingly, 
business opportunities may also anse in 
Australia and New Zealand, though their 


Mid-1984 Mid-1985_ 


Market Average rate of return | USA 
capitalisation per cent of 1975-84 % pa Loans and securities, 
US$ billion _world Local all commercial banks 1650.5 1781.4 
end-Sep 1985 capitalisation currency US$ 
Japan 
Japan ! 817.2 7493 14.8 kee Loans and discounts, 
Australia 83.9 1.8 18.1 13 banking accounts of ail banks 815.0 10970 
Hong Kong 32.3 0.9 26.6 21 
Singapore 25.6 0.7 17.9 19 Hong Kong 
Thailand 1.9 n/a n/a n/@ | Loans and advances by banks AY pr 39.0 
Taiwan 7.5 n/a n/a n/a 
South Korea 6.1* n/a n/a n/a | Singapore 
New Zealand 8.1 n/a n/a n/a | Loans and advances of 
US 1710.6 48.7 14.8 15 commercial banks and bills discounted Gee 16.0 | 
UK 289.8 8.2 31.7 23 ; 
e Australia | 
End August 1986 Total lending ‘by banks 62.4 55.6 | 


Syndicated loans’ management scoreboard — 1985 Managers 


Allocated share Allocated share 
Number of as manager . Number of as manager 
deal as in 1985 deal as in 1985 
manager (US$ million) | Rank Bank manager (US$ million) 

1 Saitama Bank 138 466.56 64 National Commercial Bank 1 18.23 
2 Long-Term Credit Bank 10 435.53 Williams & Glyn’s Bank } 18.23 
3 Daiwa Bank 9 $96.36 Bank of Montreal 1 18.23 
4 Taiyo Kobe Bank 8 386.09 67 Arbuthnot Latham & Co 1 17.99 
5 Sumitomo Trust & Banking | 379.01 68 IBSPT ° 2 17.31 
6 Hokkaido Takushoku Bank 9 327.13 Allied Irish Bank 2 17.31 
7 Nippon Credit Bank 7 306.75 70 Kincheng Banking Corp if 15.61 
8 Tokai Bank 6 306.21 Dresdner Bank i 1 15.61 
9 Manufacturers Hanover -Trust 6 286.36 72 Security Pacific National Bank it 15.00 
10 Fuji Bank 5 263.386 Kuwait Asia Bank l 15.00 
11 Bank of Yokohama 4 267.34 PK Christiania Hong Kong 1 15.00 
12 Mitsubishi Bank 6 262.62 Banco di Sicilia 1 15.00 
13 Kyowa Bank 5 254.98 Burgan Bank 1 15.00 
14 Arab Banking Corp 2 243.23 17 First Interstate Bank of California 2 14.74 
15 Mitsubishi Trust & Banking 12 232.95 78 Italian International Bank 3 14.56 
16 Kansallis-Osake-Pankki 2 229.28 79 Public Bank 1 14.43 
17 - HongkongBank ) 210.41 80 Kleinwort, Benson 1 14.29 
18 Industrial Bank of Japan 8 201.90 Kredietbank SA Luxembourgeoise 1 14.29 
19 Arab Bank for Investment Ht 162.40 BVA 1 14.29 
20 Mitsui Bank 3 152.63 83 National Bank of Canada 2 14.23 
21 ‘Daielchi Kangyo Bank 3 149.03 84 ABN Bank 1 14.20 
22 Commonwealth Bank of Australia 7 140.99 85 Bankers Trust 2 13.78 
23 Sanwa Bank 1 133.33 Chase Manhattan 2 13.78 
24 National Australia Bank rf 130.46 87 Morgan Guaranty Trust 2 £3737 
25 Toyo Trust & Banking 3 120.03 88 Generale Bank 1 12.380 
2 Standard Chartered Bank 4 115.95 39 American Express 2 11.96 
27 Lloyds Bank 2 115.29 90 Royal Bank of Canada 2 WES 
2 ANZ Banking Group 2 105.46 91 Tokai Marine & Fire Insurance 1 11.74 
29 Meilon Bank Corp 2 105.06 92 Westdeutsche Landesbank 1 ines 
30 Canadian Imperial Bank of Com 2 102.62 Wing Hang Bank 1 11.28 
31 Sumitomo Bank 1 97.06 94 Kredietbank 1 10.04 
Amsterdam-Rotterdam Bank 1 97.06 95 Comerica Ine 1 10.00 
Commerzbank 1 97.06 Gulf Bank 1 10.00 
34 Chuo Trust & Banking 5 94.25 97 Banque Paribas 1 8.66 
35 Bank of Nova Scotia 8 82.83 Korea French Banking Corp 1 8.66 
38 Yasuda Trust & Banking 7 80.70 Korea [nt’! Merchant Bank 1 8.66 
37 Mitsui Trust & Banking 4 70.95 100 Credit Commercial De France 1 8.40 
33 Dai-Ichi Mutual Life Insurance 8 67.56 101 Alahli Bank of Kuwait 1 8.33 
39 Saudi American Bank 1 62.50 Gulf Int’! Bank 1 8.33 
40 Asahi Mutual Life 6 61.78 103 Union Bank of Switzerland 1 8.00 
41 Meiji Mutual Life 6 55.22 DFC of New Zealand 1 8.00 
42 Swiss Bank Corp 1 54.17 ~ | 105 Banque Bruxelles Lambert 1 7 eS 
Shizuoka Bank 1 54.17 Skandinaviska Enskilda Banken 1 a BS 
44 Sumitomo Life Insurance 7 50.61 Union Bank of Finland 1 7.55 
45 Korea First Bank 2 §0.00 Bergen Bank 1 7 Bis 
46 Banque Nationale de Paris 4 48.61 109 Malayan Banking 1 7.50 
47 Bank of East Asia 3 40.52 110 National Westminséer Bank 1 U NCE 
| 48 Societe Generale 3 34.03 - Barclays Bank 1 ayy 
| 49 Westpac Banking. Corp 3 33.380 Chemical Bank l fed 
50 Banque Belge Pour L’Etranger 3 31.16 113 Svenska Handelsbanken 1 6.50 
$1 Arab-Malaysian -Merchant Bank 2 26.18 114 Citicorp il 6.41 
§2 Nippon Life Insurance 4 23.26 Continental Illinois l 6.41 
53 Nanyang Commercial Bank 2 22.98 First Pacific 1 8.41 
54 Development Commercial Bank 4 22.96 Banco Nacional Ultramarino 1 6.41 
55 Bank Bumiputra Malaysia 2 22.62 118 Credit du Nord i 6.25 
56 Credit Lyonnais 3 22.40 ELS Scandinavian Bank i 5.06 
37 BankAmerica 2 e1eoi, 120 Nocinchukin Bank il 4.91 
58 Bank of Tokyo 3 ZAE0S, 121 Bank of New Zealand l 4.28 
59 Nippon Trust & Banking 1 20.91 Bank of British Columbia i 4.28 
60 Banque Worms 1 19.86 es Reserve Bank of India l 4.00 

61 Banque I[ndosuez 3 18.81 124 Kreditbank Luxembourg (Pacific) l aS | 

| 62 Midland Bank 1 18.41 Korea Development Bank 1 Peas) | 
| Bank of Canton l 18.41 Int’! Commercial Bank 1 2.75 

__ ie ee 
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All figures in US$ million 


1 9-85 MTRC Lead 287.78 17.19 
9-85 MTRC Mngr = 287.78 18.41 
Bank of Tokyo 9-85 MTRC Agent 257.78 257.78 
9-85 MTRC Lead 103.11 103.11 
Borrower Total Allocated 9-85 MTRC Mngr = 103.11 7.37 
loan share 9285 MTRC Mngr 103.11 dese 
9-85 MTRC Agent 103.11 103.11 
1-88 Government of Thailand Lead 146.00 18.25 9-85 Bond Corp Holdings Lead 55.00 37.50 
8-85 Korean Exchange Bank Lead 600.00 20.00 11-88 Woodside Petroleum Mngr 1650.00 97.06 
4-35 PT Bentoel Lead 30.00 6.00 ; 
4°86 Daewoo Co Lead 45.00 18.00 
4-85 NSW ean Corp Lead $1.65 25.83 Volume of loans as: Number Allocated 
4-35 NSW Treasury Corp Agent 51.65 51.65 : share 
$-85 Republic of Indonesia Lead 400.00 25.00 seh 
6-85 Korea Develop Bank Lead 680.00 19.12 Lead manager i 10 517.52 
6-85 Kor Exchange Bank Lead 160.64 40.16 Manager | 9 210.41 
6-85 Kor Exchange Bank Agent 160.64 160.64 Co-manager 0 0.00 
6-85 State Ele Comm of Vie Mngr 40.16 5.74 Agent 5 1186.97 
7-85 Bank of China Lead 2000.00 2000.00 
7-88 Bank of China Agent 2000.00 2000.00 Total volume of loans as manager 4303.89 
7-85 Ind Dev Bank of India Lead 20.08 5.02 Total volume of loans as agent 1186.97 
8-85 Kor Ele Power Corp Lead §2.27 7.47 
8-85 Kor Ele Power Corp Lead 52.27 7.47 
9-85 Export-[mport Bank Lead 300.00 11.11 
9-85 Kingdom of Thailand Lead 3238.64 23.47 3 | ; 
9-85 Queensiand GDA Mner 58.37 9.73 
10-35 Ex-im Bank of Korea Lead 93.90 9.39 ndusirial Bank of Japan 
10-85 Ex-Im Bank of Korea Lead 46.95 6.71 
10-85 Korea Exchange Bank Lead 140.85 20.12 Borrower Total Allocated 
11-85 Hyundai Motor Co Mngr 50.00 5.56 loan = share 
11-85 Korea Dev Bank Lead 142.01 14.20 
11-85 Kia Motor Corp Lead 40.00 10.00 1-86 Government of Thailand Lead 146.00 18.25 
11-85 Woodside Petroleum Lead 1650.00 126.92 3-85 Korea Exchange Bank Lead 600.00 20.00 
3-85 Korea Exchange Bank Agent 600.00 300.00 
4-85 BT Bentoel Mngr 30.00 7.50 
Volume of loans as: Number Allocated 4-85 NSW Treasury Corp Mngr 51.65 361 
share 5-85 C-Ho Import Export Mngr 39.00 6.50 
a 5-85 Republic of Indonesia Lead 400.00 25.00 
Lead manager 20 2411.24 6-85 Korea Develop Bank Lead 650.00 19.12 
Manager 3 21.03 6-85 Kor Exchange Bank Lead 160.64 40.16 
Co-manager (0) 0.00 6-85 State Ele Comm of Vic Mngr 40.16 5.74 
Agent 3 2212.29 7-85 Active Bldg & Civ Const Lead 9.00 3,00 
7-85 Bank of China Mngr 2000.00 133.33 
Total volume of loans as manager 7098.79 7-85 Ind Dev Bank of India Lead 20.08 5.02 
Total volume of loans as agent 2212.29 8-85 Kor Ele Power Corp Lead $2.37 7.47 
8-86 Kor Ele Power Corp Lead Sitka 7.47 
9-85 Export-Import Bank Lead 300.00 Leleiot 
4 9-85 MTRC Lead 257.73 17 19 
9-85 MTRC Mngr__—s 103.11 imo 
y, i 9-85 Queensland GDA Mner $8.37 9.73 
. 10-85 Ex-Im Bank of Korea Lead 46.95 cheek 
HongkongBank 10-85 Korea Exchange Bank Lead 140.85 2002 
11-86 Bank of China Lead 48.28 24.14 
Borrower Total Allocated 11-85 Bank of China Agent 48.23 48.28 
loan = share 11-85 Korea Dev Bank Lead 142.01 14.2 
11-85 Kor Long-Term Credit Lead 50.00 12.50 
2-85 Orkay Silk Mills Mngr 12.00 4.00 11-85 Kor Long-Term Credit Lead 20.00 10.00 
3-85 Korea Exchange Bank Lead 600.00 20.00 11-85 Prov Elec Auth Thailand Mngr 69.35 23.12 
3-85 Universal Matchbox Gop Mngr 70.61 6.41 11-85 Woodside Petroleum Lead 1650.00 126.92 
3-85 Universal Matchbox Gp Mngr 70.51 6.41 
3-85 Universal Matchbox Gp Agent 70.51 70.51 
| 4-85 Daewoo Shipbuilding Lead 37.65 12.55 Volume of loans as: Number Allocated 
| 4-85 Daewoo Shipbuilding Lead 50.40 16.80 share 
| 6-85 Korea Develop Bank Mngr 650.00 54.17 
8-385 AHL Lead 61.87 20.62 Lead manager 18 388.38 
8-85 South Castle Lead 46.05 46.05 Manager 8 201.90 
8-35 South Castle Mngr 46.05 9.21 Co-manager 0 0.00 
8-85 South Castle Agent 46.05 46.05 Agent 2 348.28 
9-85 Bond Corp Holdings Gp Lead 709.52 236.51 
| 9-85 Bond Corp Holdings Gp Agent 709.52 709.52 Total volume of loans as manager Sia 
| 9-85 MTRC Lead 257.78 17.19 Total volume of loans as agent 648.23 


a Od Nt 


Syndicated loans’ management scoreboard — 1985 Lead managers 


Allocated 
Number share as 
of deals lead manager 


Allocated 
Number share as 
of deals lead manager 


as lead in 1985 as lead in 1985 
Rank Bank manager (US$ million) Rank Bank : : manager (US$ million) | 
1 (2) Bank of Tokyo 20 2,411.24 64 (23) Arab Banking Corp 2 36.11 
2 (38) HongkongBank 10 517.52 65 (131) Nordic Bank 2 33.33 
8 (4) Industrial Bank of Japan 18 388.38 66 First Interstate Bank of California 2 Slee) 
4 (17)Standard Chartered Bank 6 316.36 67 Amsterdam-Rotterdam Bank 3 30.76 
& (18) Westpac Banking Corp 5 308.66 68 (21) Royal Bank of Canada 2 29.12 
6 (12) Dai-Ichi Kangyo Bank 12 308.10 (31) Bank of Nova Scotia 2 29.12 
7 (57) Yasuda Trust & Banking 10 269.40 70 Bank of Communications 1 28.33 
8 (10) National Westminster Bank 10 255.75 71 (440) Commercial Bank of Kuwait v4 26.67 
9 (41) State Bank of New South Wales 1 236.51 72 (83) Seandinavian Bank l 26.45 
10 (1) Chase Manhattan 9 230.37 73 (71) Bank of China 1 26.01 
11 (9) Lloyds Bank 7 226.00 74 (96) Toyo Trust & Banking 2 25.62 
12 (16) Chemical Bank ; 11 223.09 75 (88) Union Bank of Switzeriand 1 25.00 
13 (28) Bank Bumiputra Malaysia 4 208.99 (29) Continental Illinois 1 25.00 
14 (8) BankAmerica 11 190.68 (47) Bank Negara Indonesia 1946 1 25.00 
15 Barelays Bank 3 183.11 73 Taiyo Kobe Bank i 23.47 
16 (36) National Australia Bank 5 181.30 (69) Daiwa Bank 1 2347 
17 (98) Bank of Montreal 2 154.42 80 (46) Saudi Int’l Bank 2 23.03 
18 (7) Citicorp 7 181.29 81 ABN Bank 2 22.45 
19 (6) Long-Term Credit Bank 12 149.30 82 (32) Tokai Bank 2 20.50 
20 (42) Deutsche Bank 2 146.04 83 (93) Mellon Bank Corp 1 20.00 
21 (106) Banque Nationale de Paris Sau 146.01 84 Amanah-Chase Merchant Bank 1 19.37 
22 (19) Fuji Bank 8 142.41 (66) Malayan United Bank 1 19.37 
23 (39) Korea Exchange Bank 8 141.61 86 (61) CIBC 1 19.12 
24 (14) Mitsui Bank 9 137.23 Irving Bank Corp 1 19.12 
25 (26) Sumitomo Bank u 134.31 Allied Irish Bank 1 Me Ue 
26 (43) Commerzbank = 3 133.96 89 (97) Koren Development Bank 2 17.14 
27 (34) Bankers Trust if 133.90 90 J.Henry Schroder Wagg 1 16.20 
28 (30) First Nat'l Bank of Chicago. 6 129.26 91 (93) Dresdner Bank 2 15820 
29 Australian Industry Dev Corp 1 128.92 92 (25) Commonwealth Bank of Australia 15.00 
BSFE 1 126.92 (63) National Bank of Kuwait 1 15.00 
| 31  (5)Mitsubishi Trust & Banking 7 113.66 Chemical Sanwa Merchant Bank 1 15.00 
32 (15) Mitsubishi Bank } 110.80 95 (88) Credit Suisse First Boston 1 13.39 
. 33 (11) Sanwa Bank 6 100.28 96 (199) United Overseas Bank 2 i3.34 
| $4 (55) Security Pacific National Bank 2 99.92 Overseas Union Bank 2 13.34 
® 38 (27) Morgan Guaranty Trust 7 98.22 98 (76)S.G. Warburg & Co 1 2.83 
36 Meiji Mutual Life 3 95.18 99 (37) Bank of Yokohama 2 Lees 
37 (54) Nippon Life Insurance 5 85.95 100 Saitama Bank 1 Use TL 
38 (35) Sumitomo Trust & Banking 4 80.70 Credit Commercial de France 1 fer) 
39 (24) Nippon Credit Bank 6 79.02 Banque Generale du Luxembourg 1 ai dit 
40 (64) Mitsui Trust & Banking 8 71.49 Burgan Bank 1 bight 
41 (38) Manufacturers Hanover Trust 3 69.12 (116) Bahrain Middle East Bank 1 it 
42 Nanyang Commercial Bank 3 66.14 105 Bank Pertanian Malaysia l 10.92 
43 (13) Midland Bank 6 64.50 Permata Chartered Merchant Bank 1 10.92 
44 (72) Alahli Bank of Kuwait 2 60.60 — 107 Banque Paribas ?; 10 16 
45 (70) Asiavest Merchant Bankers l 50.68 Credit du Nord 2 10.16 
46 (60) American Express 2 45.12 109 Yasuda Mutuai Life Insurance 1 10 00 
47 (52) Gulf International Bank | 2 44.12 110 Asahi Mutual Life 1 981 
48 (92) Kyowa Bank 2 42.59 Nell Shoko Chukin Bank 1 9.29 
49 (68) Banque Indosuez 5 40.62 112 (100) Sumitomo Life [nsurance 1 7 89 
50 Arab African Int’! Bank 1 40.60 113 Kredietbank SA Luxembourgeoise 1 7 i4 
UBAF 1 40.60 114 Dai-[chi Mutual Life Insurance 1 Seal 
(72) Al Bahrain Arab African Bank 1 40.60 115 Philadelphia National Bank 1 6 67 
(72) Arab Investment Co it 40.60 | (116) Bank of Bahrain & Kuwait 1 5 BT 
(22) Arab Bank l 40 60 flea, Hokkaido Takushoku Bank 1 5.02 
(62) Libyan Arab Foreign Bank 1 40 60 | State Bank of India 1 5.02 
Kuwait Foreign Trading Con & Inv 1 40.60 119 WestLB ] 5.00 
57 (88) United Malayan Banking Corp l 40.00 120 Banca Nazionale dei Lavoro 1 4.09 
58. Oversea-Chinese Banking Corp 3 39.35 BVA 1 4.09 
59 First National Bank of Boston 2 39.12 Credit Industriel et Commercial il 409 
80 (84) Aseambankers Malaysia 3 39.04 Korea First Bank ] 4.09 
61 Generale Bank 3 38.34 Banco Pinto & Sotto Mayor i 4.99 
82 (108) Malaysia Borneo Finance Corp J S733 125 Sumitomo Marine & Fire 1 ons 
63 (137) Arab-Malaysian Merchant Bank 2 36.98 
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isolation from the mainstream of Asian 
affairs seems likely to keep their financial 
centres in the second rank. What then are 
the prospects for European financial service 
companies in the Asia-Pacific? 

Banks, brokerages, fund management 
and insurance companies are well repre- 
sented in the region. The future difficulty for 
both banks and brokerages may be in 
matching the “capital clout” of the 
compeution from the US and Japanese 
firms, both in the Japanese markets and 
elsewhere in the region. Moreover, in the 
Japanese market, the poor performance of 
foreign banks over the years and the doubts 
as to whether the nine foreign banks recently 
awarded trust bank licences will ever win 
significant market share in the rapidly 
expanding pension fund market (forecast to 
grow by more than $60 billion to $200 
billion in the next decade) are indications of 
the highly competitive background to 
business in that country. However, foreign 
brokers are soon to be admitted to the 
Tokyo Stock Exchange, while the first 
foreign insurance firm has just been given 
a licence to operate in Japan. 

There seems to be scope for markeung 
of European securities in the region and for 
providing expertise in the innovations of the 
banking, bond, financial futures, options 
and foreign exchange markets. Indeed, it is 
perhaps in the area of expertise that 
European companies sull have some 
advantage. For, in the understanding of 
international financial and economic 
developments, Europe still appears to hold 
a lead. This may appear a sweeping 
statement, but given the move of ERISA 
pension fund management in international 
markets to Europe and the lack of competi- 
tion from Japanese securities firms in little 
other than Japanese secunties, there appears 
to be some empirical evidence. In terms of 
Europe having such a comparative 
advantage, it is one that should be cupita- 


lised on now. For the pace of deregulation _ 


and innovation in giobai financial markets, 
the swift move towards 24-hour dealing of 
secunties and the development of interna- 
tional, as opposed to national markets, may 
very soon make that comparative advantage 
redundant. hy 


This article was presented by David 
Robins of Phillips & Drew to a research 
conference organised by the Royal 
[nsutute of International Affairs, the 
National Institute of Research 
Advancement and the Schuol of Oriental 
and African Studies 
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Japan and the Pacific 


Ronald A. Morse 


uring the first two decades of the postwar era, 

Japan and the United States have had common 

general objectives regarding the Pacific Basin: 
mutual expansion of tradeand investment, regional po- 
litical stability and peace, and improvement in the quali- 
ty of life for the peoples of Asia. 

This has been the case in spite of the tact that the Unit- 
ed States and Japan have quite different historical ties to 
the region, and in spite of the fact that their approaches 
to involvement in the Pacific in the postwar period have 
been quite different. Japan is an Asian nation racially 
and sits geographically at the center of the region: The 
roots of the Japanese language and culture are distinc- 
tively Asian, and the reality of this Asian heritage has 
forced the Japanese to give careful and attentive consid- 
eration to its neighbors. The United States has always 
been a distant, Western power, with military force as the 
dominant factor in its presence in the region both before 
and after World War II. Out of these differences came a 
postwar division of labor, with Japan focusing on eco- 
nomic interactions and institutions in the region, and the 
U.S. concerned primarily with political and military re- 
lations. 

This burden-sharing arrangement between Japan and 
the United States continued through the 1960s and 
1970s, allowing Japan’s rulers a period of unmatched po- 
litical continuity during which they could pursue their 
own economic growth, development, and expansion 
throughout the region. But increasingly, developments 
in both security and the economic development of the 


Pacific Basin have led to a lessened sense of common 
purpose between the U.S. and Japan. 

While the United States tries to get Japan to tollow 
U.S. objectives in the region, it is clear that today the 
Japanese feel secure in the idea that economic prosperi- 
ty, and the moderating of Chinese and Soviet objectives 
in Asia, make the U.S. strategic presence no longer as 
critical as it once was. 

The Association of Southeast Asian Nations 
(ASEAN) is a strong political association resisting Viet- 
namese ambitions in Indochina. The People’s Republic 
of China has turned toward domestic modernization and 
accommodation (with Taiwan and Hong Kong) in solv- 
ing its territorial ambitions. Even the Soviet push into S1- 
beria has not resulted in major changes in Moscow's Far 
East policy. The postwar U.S. “containment” policies 
have lost much of their immediacy. Asaresult. U.S. and 
Japanese interests in the region are diverging. 

Japan today finds its interests much more in line with 
the peaceful and neutralist positions of certain Asian na- 
tions than it does with U.S. strategic considerations over 
sea lane security and nuclear weapons deployments to 
meet a Soviet threat. 


Realism and Romanticism 


Since the 1850s, the Japanese continually have con- 
fronted a dilemma in their choice of direction in foreign 
relations: whether to imitate the 19th-centurv Europe- 
ans in order to achieve economic, political and military 
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successes, or to align themselves with fellow Asians who 
were clearly less developed. Japan characteristically 
found a middle ground, neither fully endorsing Western 
pragmatism nor pursuing the romantic affinity it had 
with Asian traditions. The experiences of the 1930s only 
sharpened .this contradiction, leading to half-hearted 
slogans that reflected the ambivalence of wishing to lead 
but do so on Asian terms: “Asia for the Asiatics” and 
“Asia is One.” 

Japan’s modern awareness of Asia (outside of China 
and Korea) followed on the intrusion of the Western co- 
lonial powers into Asia in the 1850s. Little did U.S. 
Commodore Matthew Perry realize that his demand for 
Japan to open its ports to foreign commerce would lead 
to Japanese nationalism and a concerted effort on the 
part of Japan’s Meiji (1868-1912) leadership to imitate 
and eventually challenge Western hegemony in Asia. By 
1895 the Japanese had defeated China in war and in 1905 
the Russians suffered defeat at the hands of a modern- 
ized Japanese military. Formosa, Korea, Manchuria, 
and parts of China fell under Japanese jurisdiction long 
before the forceful expansion of the Japanese “Greater 
East Asia Co-prosperity Sphere” in the 1940s. Attracted 
by Japan’s accomplishments, students. from countries 
throughout the region went to Tokyo to study. 

By the 1930s, Japanese research institutes on Asia had 
been established and careful enthnographic and other 
studies of the region had been carried out. 

It was also in the 1930s that Japanese anthropologists 
and cultural historians studied and researched the Asian 
linguistic, religious, and cultural roots of Japanese civili- 
zation, accenting further the psychological tension Japa- 
nese felt vis-a-vis their Western allies. It was then that 
other Asians encountered the Japanese as both conquer- 
ors and liberators and developed a healthy respect for 
Japanese efficiency and power. It was also during this 
period that the debate between those favoring trade ties 
in the region and those favoring colonial policies of con- 
quest in the Pacific became a key issue.in Japanese poli- 
tics. The military strategists won, but the individuals 
who favored commerce and trade, who supported re- 
gional economic interdependence, traveled and lived in 
Asia during the 1930s and 1940s and witnessed the futuli- 
ty of Japanese imperialism. 

These Japanese leaders, with on-the-ground experi- 
ence in Asia, have dominated the postwar Japanese eco- 
nomic elite. But, given the realities of Japan’s economic 
expansion, their interest in Asia had to be submerged in 
Japan’s emergent postwar strategy focused on becoming 
a major world industrial power. 


Economic Growth By Design 


When Japanese economists and policymakers sat 
down to assess Tokyo’s options after World War II, they 
faced a difficult set of conditions. Japan's former territo- 
ries (Korea, Taiwan, and various islands in the North 


and South Pacific), which accounted for 45 percent of its 
area and 25 percent of its pre-1945 imports, were taken 
away. Its markets for exports, especially in China and 
Manchuria, were closed. Six million Japanese were be- 
ing (or had been) repatriated. Fearing that the United 
States, with its wealth and industrial base, would team 


up with China to dominate Asia, Japanese planners un- 


characteristically recognized the need to seize the initia- 
tive and come up with a self-generated recovery plan. 

A planned or managed economy on the model of Sovi- 
et five-year plans or the New Deal seemed essential for a 
successful Japanese recovery. The prewar “develop- 
ment economy” had worked well for military purposes 
and was a base on which to build. Japanese planners also 
recognized that they would have to move cautiously in 
Asia to reestablish trading ties. They got some help from 
the American Occupation in Japan. U.S.-sanctioned 
land reform, the break-up of older financial conglomer- 
ates, and new bureaucratic power all helped reshape the 
Japanese political and economic system. bringing it in 
line with institutional needs for a successful postwar eco- 
nomic recovery. 

Japan’s trade strategy, which has benefited Tokyo as 
well as other Asian nations, has been to import food and 
natural resources from the region and export high-quali- 
ty, low-cost machinery and industrial materials. Rein- 
forced with development assistance and capital exports, 
the Japanese strategy of coordinated public/private co- 
operation has helped fuel economic development 
throughout Asia. 

The rapid growth of the Japanese economy in the 
1960s and the rather smooth development of Japan's im- 
port and export policies all came under reexamination in 
the 1970s with the need to modify its energy policies and 
to be more understanding of ties with trading partners, 

If one had to pick the critical year in the 1970s for Ja- 
pan’s reformulation of its Asia policies it would be 1974. 
the year Prime Minister Kakuei Tanaka was forced to 
abandon his tour of ASEAN because of anti-Japanese 
protests in Thailand and rioting in Indonesia. This was 
an important year also because the oil crisis forced Japan 
to deal with its overdependence on Middle East energy 
resources. Tokyo recognized that it needed good rela- 
tions in Asia more than ever, and that this would require 
more and better public diplomacy. 

The result was an effort to be more forthcoming and 
responsive to regional political ties and at the same time 
to invest heavily in the development of gas, oil, and coal 
resources throughout the area. Since Japan accounts for 
nearly 70 percent of the energy consumed in Asia, in 
vesting in Asia’s energy resources could both improve 
bilateral relations and serve Japan’s overall toreign poll 
cy objectives. The energy crisis also made Tokyo mort 
attentive to other nations, especially Mexico, which hat 
large oil resources. The Japanese have also given in 
creasing attention to Latin American countries on the 
Pacific Rim. 
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Table 1: 


Japan’s Official Development Assistance by Region 
(net disbursement basis in millions of dollars) 


1984 
Middle Latin Unal- 
Total Asia East Africa America Europe Oceania located 
$2,427 $1,594 $184 $240 $209 $38 $95 $117 
(100%) (65.7%) (7.6%) (9.9%) (9.4%) (1.6%) (1%) (4.8%) 


Source: Ministry of Foreign Affairs, Japan 


Tokyo’s attitude about the development of Asia is 
best reflected in its participation in and support for the 
Asian Development Bank which was founded in 1966. 
All presidents of the ADB and the majority of its profes- 
sional staff have come from Japan. Rarely have the Jap- 
anese assumed such an active role in a multilateral insti- 
tution. And as Japan’s domestic emphasis for aid and 
foreign assistance shifted from agriculture to energy re- 
source development, and subsequently to industrial pro- 
jects, ADB policies have also changed. In its assistance 
strategy Tokyo first used large grants to create a demand 
for Japanese plant exports. The emphasis then shifted to 
resource development and humanitarian aid in the 
1970s. Most recently, under pressure from the United 
States, Tokyo has emphasized smaller projects and as- 
sistance to strategically located countries. Consistently 
responsive to Asian demands, Tokyo probably deserves 
greater praise for these efforts than it has received. And 
although Tokyo’s regional development assistance for 
the Pacific Basin has dropped since the mid-1970s, such 
assistance remains at about 65 percent of total disburse- 
ments. 


Overcoming Distrust 


Asians and Americans, like the Japanese themselves, 
are ambivalent about Japanese long-range intentions. 
Even without the bitter legacy of Japan’s expansion into 
Asia in the 1940s, Tokyo’s actions would most likely stir 
up resentment in Asia today simply because of the mag- 
nitude of its economic presence. But that legacy is there, 
and has resulted in a very slow progression in Japan’s re- 
lations with other Pacific Basin countries on issues other 
than development and trade. 

After 1945, it took over a decade and a half before 
some || Japanese war reparation agreements were ne- 
gotiated and diplomatic relations established with most 
nations in the region. The task for the 1950s and 1960s 
was to overcome lingering resentments from World War 
[I]. With Japan’s rapid economic expansion into Asia in 


the late 1960s and 1970s, the concern was over Tokyo's 
growing trade dominance of the region. Currently. there 
is new uneasiness in Asia over how long Japan will be 
satisfied with its economic influence in the region before 
seeking a strategic and military role commensurate with 
its other strengths. Most Asians, however, while quietly 
distrustful of Tokyo’s long-range intentions. welcome 
Japan’s economic involvement and are not likely to ex- 
press their political concerns. 

The Japanese have continued to study and analyze po- 
litical and economic trends in Asia. In 1952 Japan be- 
came a member of the U.N. Economic Commission for 
Asia and the Far East (ECAFE) and Saburo Okita be- 
came its first Japanese member.' In 1956 Okita ed- 
ited the Asia Political and Economic Yearbook. Quietly. 
Japanese scholars, business groups, and public officials 
began to retormulate their options in Asia. In the early 
1960s Japanese and Australians began meeting to dis- 
cuss the possibility of a Pacific Basin organization that 
could serve the growing needs of the region. Americans 
also encouraged Japan to assume more responsibility in 
the region as it joined various international organiza- 
tions, but the evolution of Japanese involvement in Asia 
progressed slowly and even today the achievements. 
while important, are modest. 

While nearly all Japanese postwar prime ministers 
made an effort to cultivate better relations with Japan's 
Asian neighbors, it was only in 1965, when Foreign Min- 
ister Takeo Miki visited Southeast Asia. that Japan s 
public diplomacy toward the region picked up momen- 
tum. During the next decade cooperative projects on ag- 
ricultural development, fisheries. transportation. medi- 


cal care and other projects were implemented In Au- 


gust 1967 the Association of Southeast Asian Nations 
(ASEAN) was formed and in April of the same vear 


lL. [t was renamed the United Nations Economie and Social Commission 
for Asia and the Pacific (ESCAP) in 1974 
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business leaders from the United States, Canada, Aus- 
tralia, New Zealand, and Japan gathered to initiate a 
new regional business association, the Pacific Basin Eco- 
nomic Council (PBEC). 

In 1968, Kiyoshi Kojima, a professor at Hitotsubashi 
University who helped to articulate the scholarly frame- 
work for Pacific economic cooperation, proposed a Pa- 
cific Trade and Development (PAFTAD) Conference 
centered on the developed countries of the region. The 
model he used was the European Community. Kojima 
brought together scholars and policy-oriented econo- 
mists to examine a broad range of regional issues. The 
PAFTAD conference, subsequently broadened to in- 
clude representatives from developing countries, once 
initiated, subsequently has been convened nearly every 
year. 

It seems that Tokyo’s efforts have been worthwhile. 
As the tempo of official Japanese attention to Asia 
picked up, Asians became more understanding of Japa- 
nese interests. In 1977 Prime Minister Takeo Fukuda 
gave substance to his “heart-to-heart” cultural politics 
by pledging $1 billion in aid for large-scale ASEAN in- 
dustrial projects. In 1978 Prime Minister Masayoshi 
Ohira formed an advisory group to report on new ways 
to cooperate in the Pacific. Ohira’s foreign minister was 
Saburo Okita, who pushed hard to make Asia a Japa- 
nese priority. In 1980-81 this momentum for broader- 


based regional cooperation led to the formation of the 
multilateral Pacific Economic Cooperation Conference 
(PECC). It has met several times and in April 1985 some 
11 member countries (60 delegates and 40 observers) of 
PECC met in Seoul in a quasi-official forum, to discuss 
task force reports on fisheries, energy resources. trade 
promotion, direct investment, and technology transter 
for the Pacific Basin. Japan is most directly involved in 
the energy and direct foreign investment issues. 

Not anxious to push their institutional cooperation 
schemes beyond what would be broadly acceptable. the 
Japanese have cautiously avoided initiatives that might 
send the wrong signals. They have, however. kept up 
their public diplomacy and signed several bilateral tech- 
nology cooperation accords. In 1981 Prime Minister 
Zenko Suzuki spoke of the “politics of harmony” in 
Asia. Visits to the area by a more politically and security 
conscious Prime Minister Yasuhiro Nakasone in 1983 
and 1985 still continued to emphasize. cautiously cultur- 
al, human resource, and technical cooperation. Tokyo !s 
now especially interested in furthering the dialogue on 
new approaches to human resources. Japan's technical 
assistance, which contrasts with America’s emphasis on 
modern industries and general education for workers. 
has been focused on export-oriented, traditional indus- 
tries and emphasizes informal, on-the-job training tor 
smaller firms. 
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Table 2: 


Japan’s Direct Overseas Investment by Region and Industry (as of March 31, 1985)* 


North Asia 


America 


Latin 
America 


Oceania Total 


and Africa 


Middle 
East 


Europe 


Ee eee 


No. of Amount No.of Amount No. of 


Amount No.of Amount No.of Amount No.of Amount No. of Amount 


Cases (U.S.$ Cases (U.S.$ Cases (U.S.$ Cases (U.S.$ Cases (U.S.$ Cases (U.S.$ Cases (U.S.$ 
million) million) million) million) million) million) million} 
a CTU acer eave nee ee 
Iron & Nonferrous 
Metal 132 913 87 1 469 559 1 661 10 59 302 224 132 478 1 222 4805 
Chemicals 193 591 eA 557 738 1) 2 21 1124 84 202 29 122 1 186 3.849 
Electrical Machinery 403 noe. 116 300 977 781 5 12 118 352 20 38 1639 3.234 
Tranportation 
Equipment 81 975 4g 667 233 541 6 26 299 18 260 413 2.746 
Textiles 130 243 150 406 683 } 1s} Se 110 185 59 45 ee leis) Oe 
General Machinery 350 533 118 347 614 504 6 11 138 189 23 aS 1 249 1619 
Lumber & Pulp 82 598 41 197 281 186 — — 2 0) 85 125 491 1 106 
Manufacturing 
Total 2,156 6,483 896 4,236 5,801 7,057 ia Weaewe 948 1,765 476 1.251 10,148 22,048 
Mining 228 896 136 1.421 178 5.883 11 187 14 862 Sco 1 908 897 11158 
Commerce 4 969 6.645 524 957 1 988 922 Sh 5) 1652 2,076 462 Sis S652 e eines 
Finance & Insurance 165 2.729 106 781 204 613 18 91 238 2.742 46 99 Laer ~ 954 
Transportation 100 44 1 286 3 530 99 168 6 2 Wii 6 204 910 eae 3.560 
Total 12,276 21,486 4,514 13,020 10,844 18,027 307 2,927 3,607 9,072 2,765 6,916 34,313 71,431 


Source Ministry of Finance. Japan 


‘Reproduced trom Japan 1985 An International Comparison iKeizai Kono Center Japan Seotember !985) p 57 
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Table 3 


a ___—aceaee ream neacmERSNDTRD RUDENESS RETIN TURNS a 


Capital 
Market Resources Capital Goods Technology Labor 

United States 4 3 3 4 1 
Japan 3 1 4 4 { 
Australia and 2 3 1 an 1 
New Zealand 

Asian NICs 2 1 2 2 2 
ASEAN 2 3 1 a 3 
China 2 2 1 1 4 


Source: Saburo Okita, “Pacific Development and its Implications for the World Economy,” Presentation at the Fourth Pacific Economic 


Cooperation Conference, Seoul, April 29, 1985, page 11. 
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The Japanese remain vulnerable to criticisms of har- 
boring politically expansionist desires and make every 
effort to explain that their policies are designed to foster 
economic development. Japanese concepts, like “com- 
prehensive security,’’ which emphasize aid and econom- 
ic assistance, have been used to explain Tokyo's non- 
military attitude toward a more broadly conceived sense 
of regional security. 

Many of Tokyo's “old Asia hands” with experience 
from before 1945 have worked hard to protect the offi- 
cial accomplishments and private successes of more re- 
cent times. As these people have revisited Asia over the 
years they have built on their earlier ties and forged new 
links with younger politicians in the region. Three indi- 
viduals who exemplify this trend are Saburo Okita, an 
economist who. as noted, played a key government role 
in promoting the Pacific Basin idea; Noboru Gotoh, a 
businessman who played a central role in the private sec- 
tor Pacific Basin Economic Council (PBEC); and Kiyo- 
shi Kojima. These Japanese, representing the postwar 
economic growth faction within the ruling Liberal Dem- 
ocratic Party, have tried to keep the Pacific Basin issue 
high on the Japanese postwar policy agenda. Over the 
years, they and many others supportive of the idea have 
developed many layers of Japanese dialogue with groups 
throughout the region. 

Today, Japanese planners like Okita recognize a com- 
plex mix of natural and human resources among the 
Asian nations. Expanding on a 1930's concept of the 
“flying geese pattern” to describe a regional division ot 
labor based on economic complementarity, Ohita notes 
that historically America’s economic growth was first 
and led off: Japan, beginning in the late 19th century, 
began to play a catch-up development role. Today, the 


Asian NICs and the ASEAN countries are moving up 
the economic ladder quickly, some following Japan's 
model. ; 

Okita explains the dynamics of the Asian market in 
terms of a number of variables: capital. technology, nat- 
ural resource endowments, and cultural. religious. and 
historical heritages. He illustrates the relationship ot 
these variables to development stages by assigning nu- 
merical values (1 being low in importance and + being 
high in importance) to the various strengths and weak- 
nesses of key Pacific Basin nations. This concept ot re- 
gional economic complementarity, displayed in Table 3. 
accurately reflects Japanese perceptions of the Asian 
market and explains their sense of a world-wide division 
of industrial capacities. 

Within the scope of their economic interests and to 
further cooperation throughout the region. the Japanese 
continue to propose ideas which tts neighbors are likely 
to view favorably. A plan for declaring the Pacific a 
“free trade zone’ has been reformulated and most re- 
cently promoted by the Japan Federation of Economic 
Organizations (Keidanren), an association of Japan's 
major corporations and industries. The idea clearly fa- 
vors the needs of the developing countries and ts intend- 
ed to restrain trade restrictions. In October 1985. Ja- 
pan’s Ministry of International Trade and [ndustry 
(MITI) proposed two different regional schemes that 
are in line with Tokyo's capabilities and interests: a Pa- 
cific Technozone. which would establish technology 
centers to speed up the transter ot technology from the 
advanced nations: and renewed opportunities tor en- 
hanced energy cooperation in resource development 
and energy technology. Space and telecommunications 
are also new areas the Japanese are anx1Ous to promote. 
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The launching of communications satellites for trade 
and educational purposes is high on the Japanese agenda 
for future projects that can benefit the region. As one 
might assume, the Japanese see the export of their eco- 
nomic skills and technological accomplishments as an 
important way to further establish their leadership role 
in Asia and elsewhere. 


The Next Phase 


By almost any measure, Tokyo has established an 
Asian sphere of influence. It has positioned itself as the 
regional engine for change and international commerce 
in Asia and has fostered a larger number of public and 
private ties to the nations of the region than any other 
Pacific Basin power. It has even maintained relatively 
close relations with North Korea and Vietnam. If the 
growth region of the future is the Pacific, then Japan has 
very favorably established itself for a central role in its 
development. 

But the future also contains challenges that will test 
Tokyo's ability to transform its policies to meet changing 
expectations. Tokyo is under increasing pressure from 
Asia, but also from America and Europe, to open its 
markets to imports of manufactured products and to be 
more forthcoming with technology transfers. As To- 
kyo’s economic structure has become more directly 
competitive with and less complementary to the U.S. 
economy, large trade imbalances have created bilateral 
problems. Taiwan, Korea, Singapore, and other fast- 
track economies in the region, which have modeled 
themselves on Japan’s style of business-government co- 
operation and an export-led economy, are also contrib- 
uting to similar trade imbalances with the U.S. and Eu- 
rope. 

Without Japan’s continued cooperation and leader- 
ship in the Pacific Basin, the postwar economic order 
that the U.S. fostered is not likely to survive. The ques- 


tion remains as to how great a leadership role Tokyo will 
take and what the terms of that leadership will be. The 
international political economy comprised of market or 
mixed economies after 1945 had nations of roughly 
equal levels of development with multilateral institu- 
tions (like the OECD) for economic cooperation. The 
industrializing Asian economies are a trade challenge to 
the United States and Europe because they largely func- 
tion outside these multi-lateral institutions. 

Whether the United States can or should meet the 
Japanese economic challenge in Asia is the issue for the 
coming decade. Also at issue is the U.S. ability to contin- 
ue to shoulder the costs of political and military security 
for the Asia-Pacific region without significant help trom 
its allies, especially given the growing Soviet interest in 
the area. On May 21, 1985 Soviet leader Mikhail Gorba- 
chev renewed the call for a collective security arrange- 
ment in Asia, the latest manifestation of a clear Soviet 
interest in expanding its base of operations in Asia. Mos- 
cow has also changed its strategy, assuming a more con- 
ciliatory policy toward Tokyo, emphasizing economic 
ties and technology-sharing. The People’s Republic of 
China is also emerging as an economic as well as politi- 
cal-strategic power in the region and could challenge the 
dominant position Tokyo has enjoyed in Asia until re- 
cently. Sino-American relations centered on economic 
growth and technology exchange could also rival the 
special relationship that Tokyo has enjoyed with Wash- 
ington in recent years. 

The cluster of issues in the 1930s—economics, poli- 
tics, and security—are again, some 40 years later. bring- 
ing Japan into a new relationship with the United States 
and other Asians. Tokyo, with renewed confidence and 
a sense of pride in its achievements. is recasting its rela- 
tionships throughout the region. Now thatit has plaveda 
key role in the postwar transformation of Asia. it expects 
to build more independently on the foundations it has 
carefully established. How it sets out to do this will be 
critical to its Pacific Basin neighbors. 
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